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Treatment of Costs During Periods of 


Varying Volumes of Production* 
By C. B. WittiaMs 


There is considerable discussion at the present time about what 
should really be considered cost of manufacture. This question 
would hardly have been raised if the volume of production from 
year to year were constant. But during the last few years this 
volume has fluctuated to an extent such as to make it apparent 
that the volume of production in relation to the capacity of the 
plant has quite as much to do with determining what expenditures 
are to be included with the cost as has the amount of these ex- 
penditures themselves. 

In order to obtain an intelligent answer to our question it will 
be necessary to discuss the elements of cost and also to determine 
what constitutes a normal volume of production. It is my belief 
that manufacturing cost should not be affected by variations in 
the volume of production but that the true cost is that cost which 
would be obtained under a normal volume of production. 

In the first place, let us ask what is normal production. Prob- 
ably every manufacturer will have a different idea as to what his 
normal is and therefore the question might naturally be asked: 
If you cannot agree as to what constitutes normal production, how 
can you agree as to what manufacturing cost is during periods of 
normal production? Finding the answer is not so difficult if it be 
kept in mind that the determining factor in costs, aside from ma- 
terial, is time. Probably it would be better to say normal operation 
instead of normal production. 

To determine the normal hours of operation of a producing 
unit it is necessary to deduct from the total operating hours an 


*A paper read at the annual meeting of the American Institute of Accountants, 
Washington, D. C., September 21, 1921. 
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allowance sufficient to cover the time required for repairs, ab- 
sence of the operator and other unavoidable interruptions. The 
total operating hours would be those established by the company’s 
policy. The normal thus established should be changed as expe- 
rience shows the allowances to be incorrect. If we err somewhat 
in establishing this basis we shall nevertheless be better off than 
if we make no attempt to solve the problem. 

The per cent. of capacity which might be considered normal 
would be different for different industries whether expressed in 
hours or other units. Probably between 75 per cent. and 85 per 
cent. might be considered normal for many industries. In many 
of the recent discussions and in a recent publication of the fabri- 
cated production department of the Chamber of Commerce of 
the United States, 80 per cent. has been suggested as a fair basis. 
This means that 20 per cent. of the total operating time is to be al- 
lowed for unavoidable delays such as repairs, absence of the 
operator, shortage of material, etc. 

Let us assume that 80 per cent. of capacity in some specific 
case is normal production so that we may have some definite 
starting point. The next question is: What is manufacturing cost? 
Everyone will agree that the cost of material and of productive 
labor is a part of manufacturing cost. In any well regulated plant, 
these two items will vary directly with the volume of production. 
In some cases the direct labor may not decrease as rapidly as the 
volume of production for the reason that certain employees are 
retained because of their value to the organization. But in such 
instances their remuneration ceases to be direct labor and becomes 
expense of another character. 

In order to discuss the treatment of cost during periods of 
varying volumes of production, it is only necessary to discuss the 
treatment of expenditures which are made for purposes other than 
direct labor and material. It is when we discuss the various items 
of manufacturing expense that we begin to develop differences 
of opinion. In the last analysis there are only two classes of ex- 
pense, manufacturing or producing expenses and selling expenses. 
In practice we create a third group, administrative expenses. Fre- 
quently we find it difficult to determine to which of these groups 
certain expenses belong. 

It is not the purpose of this paper to deal with the classifica- 
tion of expenses further than briefly to define manufacturing ex- 
pense. I believe a simple definition, and one on which most of 
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us agree, would be that manufacturing expenses are those expenses 
which could properly be included with inventory costs. As an 
illustration I might mention shipping expense, which frequently 
is classed with manufacturing expenses, but we should not be 
willing to distribute it so as to include part of it with the inventory. 
This will be readily recognized as an expenditure which is largely 
under the control of the factory management, but the accountant 
would not be willing to consider it as a part of inventory cost. 

There is a very important but little thought-of division which 
should be made in some of the items of manufacturing expense. 
That is to separate such expense between producing expense and 
idle expense. I think it is safe to say that until very recently the 
great majority of manufacturers considered every shop expendi- 
ture as an element of manufacturing cost and not a few included 
all office expenses as well. We have been accustomed to wait until 
the close of the month or the close of the accounting period, and 
then to sum up all of our expenditures for material and productive 
labor and call them direct cost; also to sum up all our expendi- 
tures for so-called overhead purposes and allocate these expendi- 
tures to the cost of goods produced in some relation to productive 
labor. From a mere bookkeeping standpoint this might be per- 
missible ; but for the purpose of furnishing usable information it 
would be better to recognize the cost of idleness as separate from 
the cost of manufacture. 

In order to make it easier to abandon the plan or the method 
to which business has been largely accustomed, we might consider 
some of the disadvantages of computing costs from the actual 
current expenditures in periods when production is below or above 
the normal. 

First let us consider the effect on the sales department. If the 
business happens to be one in which sales prices are based on the 
costs, the inclusion of all expenditures during a period when pro- 
duction is only 25 per cent. of normal will mean an excessively 
high cost. What is the sales department to do when confronted 
with such a condition? Business is poor—what little is offered is 
being sought by everyone in that line. The result of competition 
is a lowering of prices. The more the manufacturer wants the 
business, the lower he will make his price. But the sales depart- 
ment is confronted with a condition illustrated by exhibit B. The 
costs have been computed on the basis of actual production and 
actual expense and the cost which formerly was $9.80 is now 
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$18.80, and an article which formerly sold at $11.32 and yielded 
a profit of 10 per cent. now costs $18.80 to make. Is the sales 
department to consider the present cost of $18.80, and bid $21.71 
on something that formerly sold for $11.32? Certainly you will 
say that no sane sales manager would follow this procedure. Such 
quotations would not only not obtain any business but would make 
the sales policy of the company look ridiculous in the eyes of its 
customers. If the sales manager is not to use prices furnished 
him by the cost department, what course is open to him? Only 
one, and that is to ignore the cost furnished by the cost department 
and bid at some figure which he thinks may obtain the business. 
If the normal price is used and business is obtained, the output of 
the plant will be increased and the cost department, because of this 
very fact, will show a lower cost than the one furnished the sales 
department. If the volume increases sufficiently, the cost will be 
lowered to the former figure. This will justify the action of the 
sales manager in using his own judgment about the cost and will 
discredit the cost department for having furnished a cost at which 
business could not have been obtained. 

On the other hand, let us assume that for a short period the 
plant has been working a night shift and has thus doubled its 
production, although night production may be neither desirable 
nor practical for this particular industry. The cost which was 
$9.80 under normal conditions is now $8.30. By making the same 
allowance for selling and administrative expenses and for profit, 
the selling price is fixed at $9.59. Should the sales department 
now Offer to take business on the basis of a $9.59 price, knowing 
that the factory cost alone in normal times is $9.80? If this price 
is quoted and business recedes to normal, a loss of 21 cents on 
each article will be shown even before providing for selling and 
administrative expenses. 

Cost accounting must be practical. It is right to have theories, 
but they should stand thé test of practice. No one expects his 
customers to pay a higher price for goods when business is poor 
simply because he needs a higher price in order to operate at a 
profit. 

When business is poor the customer naturally expects lower 
prices and the manufacturer naturally expects to quote lower 
prices in order to stimulate business. On the other hand, when 
business is good the customer expects to pay higher prices and 
the manufacturer expects to obtain higher prices. But, in the 
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illustrations we have used with prices based on fluctuating costs, 
the opposite would be true. Accounting should certainly be an aid 
to business management, and theories which interfere with the 
usefulness of accounting results and will not allow us to meet 
business conditions can not be maintained very long. 

Next let us consider the effect on production. The factory 
management is expected to produce goods at a price at which they 
can be sold, but if all the costs are to be charged to part-time 
production the factory will be accused of incurring costs that are 
higher than selling prices. Therefore, instead of accepting such 
business as might be obtained, which would at least absorb part 
of the overhead, the factory must be closed because a sufficient 
volume cannot be secured to absorb all of the overhead. You will 
say that the factory management would not follow this policy, 
but would produce whatever it had orders for, so long as there 
was a chance of conditions improving. 

Somehow the practical factory man knows that costs do not 
become higher on one machine when another machine is idle. 
Neither does he believe that costs become lower on a certain 
machine because additional machines are placed in operation. To 
his mind there is no connection between the output of one machine 
and that of another and if he can keep the one machine operating at 
normal capacity he naturally expects the cost of the product to 
remain the same, regardless of the varying volume of production 
of other machines. 

Probably factory men would have more respect for their cost 
accountants if the cost statements agreed with what factory men 
know to be the true condition. When cases such as this occur, 
the manager naturally ignores the figures furnished by the cost 
department and uses his judgment instead, and the value of the 
accountant is not raised in the estimation of the manager when 
he has to use his judgment instead of the figures furnished him. 

Next let us consider the effect on the balance-sheet. If all 
shop expenditure is to be considered a part of the manufacturing 
cost, it likewise enters into the valuation of the inventory. In 
many lines of business there is no market value for a product 
other than that established by the manufacturer himself. There- 
fore he must value his inventory at cost prices. If the cost as 
shown be considerably higher because the volume of production 
is lower, the inventory is valued at higher than sales prices and is 
overstated in the balance-sheet. Likewise a false showing will be 
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reflected in the profit-and-loss statement. Exhibit C will make 
this clear. I have assumed that there is the same quantity of 
inventory at the end of the period as at the beginning. The illus- 
tration shows the difference in inventory values due to the in- 
crease in the overhead per unit during the period. 

The inventory at the beginning of the period is valued at costs 
obtained for the previous year during which the volume of pro- 
duction was normal. The inventory at the end of the period is 
valued at the cost obtained for the current year during which the 
volume of production has been only 25 per cent. of normal. The 
result is that the book value of the same quantities of inventory 
at the beginning and at the end of the year has increased from 
$26,000.00 to $44,000.00. This increase is all in the shop expense 
and is the result of increasing the burden rate from $0.50 to 
$1.62 an hour as shown by exhibit A. 

According to one recognized accounting theory, all shop ex- 
penditures must be included in the cost of manufacture, but 
according to another equally well recognized accounting theory 
the inventories must be stated at the lowest possible prices and 
certainly at less than sales prices. But in the example which I 
have given both of these theories cannot be followed. Which one 
shall we abandon? Most likely we shall arbitrarily reduce the 
inventory valuation from $44,000.00 to $26,000.00, making it 
agree with the costs obtained during a normal volume of produc- 
tion and thereby abandoning the theory which leads us to consider 
all manufacturing expenditures as a part of the cost of production. 

Under the old method, in addition to having an incorrect 
inventory at the end of that period, all the monthly statements 
have been incorrect. A supposed profit which was accumulating 
from month to month must be reduced at the end of the year 
because the inventory valuation is then found to be fictitious. It 
would not require any great stretch of the imagination to picture 
a case in which the monthly statements show that a profit was 
being earned throughout the year, but that at the end of the year 
it would be shown that a loss had been incurred, the error being 
due to incorrectly stating the inventory in the monthly statements. 

Of course, the opposite result would be obtained if the volume 
of production were above normal instead of below normal. In 
this case I think it would be perfectly proper to value inventory 
at normal cost rather than at a reduced cost which might have 
been obtained during an unusually favorable period of production. 
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I anticipate the objection that inventories stated at normal cost, 
rather than at the reduced cost due to abnormal production, would 
result in overstating the assets and the profits for the period. My 
belief is that this is not the case but that, on the contrary, there 
would be carried into profit and loss an earning resulting from 
abnormal conditions. If this is not done and if business resumes 
its normal volume during the succeeding period, we shall then 
be charging the sales of that period with material carried in inven- 
tory at prices lower than they should be carried, and we shall be 
overstating the profits in a period when normal results should be 
shown. 

Let us consider one more effect of keeping costs according to 
our old method. A cost department which is worthy of the name 
will furnish statements to the management setting forth the 
various conditions of the business in a way such as will direct 
attention to unnecessary expenditures. These statements will 
show the facts in terms of some unit of production and frequently 
will compare costs of one period with those of another. If all 
expenditures are to be included in costs when production is low, 
the statements which formerly had some value to executives will 
now be valueless because a comparison of results in periods of 
sub-normal production with results obtained in periods of full 
production will simply show higher costs in the sub-normal 
period, accompanied by the obvious, but meaningless, explanation 
that the costs are higher because production is lower. 

If we still insist that all expenditure is properly a cost of pro- 
duction, let us ask to what is expenditure chargeable when the 
plant is idle and when there is no production. During a period 
such as this there are expenditures for watchmen, repairs, heat- 
ing and other items necessary to care for the property. In addi- 
tion the usual charge for taxes and insurance goes on and the plant 
depreciates. If there is no production, there seems to be only 
one way to dispose of these expenditures and that is to charge 
them to profit and loss, with the explanation that this is a loss 
incurred because the plant was idle. 

Under these conditions let us assume that a shop with twenty 
machines now obtains an order which will enable it to operate 
one machine. Is all expenditure now to be considered as cost of the 
production which is obtained from the operation of one machine? 
If not, then to what shall 19-20ths of the more or less fixed ex- 
penditure be charged? If we charged the expenditure to profit 
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and loss when there was no production, why not charge 19-20ths 
of this expenditure to profit and loss when production is only 1-20th 
of capacity? If it is necessary to start the power plant to operate 
this one machine, are we to charge all of the power-plant expense 
to production because one machine is operating or are we to 
charge 19-20ths of it to profit and loss because nineteen of the 
machines are idle? 

Some may say that the obtaining of one order made it neces- 
sary to start the power plant and that therefore the entire cost 
should be charged to that order. If we do this and show the 
manager that a big loss was incurred because this order was taken, 
we shall doubtless be told that something is wrong with our 
method of calculating and that the business must start up gradu- 
ally and cannot by any line of reasoning be expected to remain 
idle until orders are obtained sufficient to operate all the machines. 
If the plant cannot be expected to remain idle but must be 
operated because of the general necessities of the business, why 
are 19-20th of the cost of the power plant not a proper charge to 
profit and loss rather than to the cost of the one order? 

I have in mind an actual experience which occurred fifteen 
years ago. A large factory making wire products closed down all 
but one department. The product of this small department had 
been costing about $32.00 a ton. Under the plan of charging all 
expenditures to costs, the entire expense of the power department, 
as well as other departments which contributed somewhat to the 
department which was operating, was charged to the output of 
this department, resulting in a cost of about $1,600.00 a ton for 
its product. 

When the yearly figures were made up, the item for which there 
was a normal demand throughout the year showed a loss because 
it had been charged with the expense of the idle departments, 
while the items for which there was no demand during a part of 
the year showed a satisfactory profit. The ridiculousness of such 
a showing was apparent to all. It was evident that the method 
being used was incorrect and it was likewise the consensus of 
opinion that the output of this department should not cost any 
more per unit than it had in former months. Unfortunately this 
method was then in such general use that we were unable to con- 
vince those in authority that a different plan should be adopted. 

Suppose a company had two similar plants, but in different 
cities, and that one plant was operated to normal capacity, while 
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the other plant was idle. Would anyone suggest charging the 
expense of the idle plant to the production cost of the one that 
was operating? Would the principle change if a new building 
were erected and the equipment of both plants were moved into 
it and one-half of the equipment remained idle? 


Possibly we are now willing to abandon our former method 
of costing and adopt a method based on normal production, or, 
in other words, a normal cost. 


For the purposes of this discussion we have already assumed 
that normal production was to be fixed at 80 per cent. of maxi- 
mum capacity. We must now define normal cost. Suppose we 
say that normal cost is the cost that would obtain when production 
was at 80 per cent. of maximum capacity. If production is only 
20 per cent. of the capacity or 25 per cent. of normal, our.problem 
will be to separate the expenditures so as to determine what is 
to be considered as cost of production and what is to be. con- 
sidered under some other head. 

My proposal is that shop expenditures be divided into two 
classes. One class will be the cost of production. The other 
class will be the cost of keeping idle equipment and organization 
in condition to produce. When the plant is operating to normal 
capacity all expenditures will be of the first class, ie., cost of 
production. No machines are idle except for reasons included in 
our 20 per cent. allowance. If any machines are idle for other 
reasons the expense belongs to the second class, i.e., cost of keep- 
ing idle equipment and organization in condition to produce. 

Exhibit A illustrates the methods of obtaining the overhead 
rates. Exhibit B shows the amount of idle expense and of 
earnings from overtime. Shop burden divides into two main 
classes, the first and largest being expenses which are constant, 
regardless of the volume of production. These expenses include 
the taxes, insurance, depreciation, watchmen, superintendents and 
other expenses of keeping the organization together and the plant 
in operating condition. 

The second class consists of expenses which vary more or 
less with the volume of production and have been called 
“variable” in the example given. In this illustration the constant 
expense is $30,000.00 under all three conditions. The variable 
expense is $10,000.00 under normal conditions or conditions of 
full operation. It is $2,500.00 when the plant is operating to only 
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25 per cent. of normal, and $20,000.00 when a night turn is being 
operated and production is twice the normal. 

It will be seen that the overhead rate under normal conditions 
is 50 cents an hour because the total expense is $40,000.00 and 
the total operating hours 80,000. With the plant operating to 
only 25 per cent. of normal the total expense is $32,500.00 and 
the operating hours 20,000, thus giving an overhead rate of 
$1.62%4 an hour. With the plant operating a night shift, the 
expense is $50,000.00 and the operating hours 160,000, thus givirg 
an overhead rate of 31% cents an hour. 

You will note that simply because the volume of production 
varies the overhead rate has changed from 50 cents to $1.62% 
in one case, and to 3144 cents in another case. Is it logical to 
assume that such a change should be borne by that part of the 
product for which the demand continues normal when the real 
fault is in the fluctuation of the demand for some other item? 

At this point it might be well to explain that normal rates do 
not mean fixed rates. For example, if the rates of pay for com- 
mon labor should be lowered, this would lower the normal rate 
to the extent that common labor was a part of the expense. If 
a chanze should be made in manufacturing methods which would 
necess tate more common labor, this would raise the normal rate. 

Exhibit B illustrates costs obtained under three different con- 
ditions. In each case the material cost is $1.00 and the labor cost 
for eight hours is $4.80. The burden cost will be calculated on 
eight hours of operation in each case. Under normal conditions, 
the rate will be 50 cents an hour and the amount of burden $4.00. 
When production is 25 per cent. of normal, the rate will be 
$1.6214 and the amount of burden $13.00. When production is 
twice the normal, the rate will be 3114 cents and the amount of 
burden $2.50. Our total unit costs then are $9.80, $18.80 and 
$8.30 respectively. 

If the production for each of these periods is charged to cost 
of sales at these figures, the entire expense of the plant will be 
taken up; and naturally a loss will be shown in the second period 
because of a lack of production. An excessive profit will be 
shown in the third period because the production was twice the 
normal. Both these results are misleading. Would it not be 
better in the case of curtailed production to say that the normal 
operating hours were 80,000—that the actual time of operation 
was only 20,000 hours—that there were 60,000 hours of idle time, 
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during which the constant expense went on as usual at a cost of 
37%4 cents an hour, resulting in a loss of $22,500.00, which was 
due to idleness rather than to excessive cost of manufacture? 

In the case of abnormal production, instead of operating 
80,000 hours the plant operated 160,000. The constant expense 
during this period did not increase. What happened was that, 
because of the unusual demand, we worked our equipment and 
organization beyond what it was designed for and that these 80,000 
hours of extra operation resulted in an additional profit of 37% 
cents an hour or $30,000.00. 

If the manufacturing costs for the period are given the benefit 
of this $30,000.00, it will be misleading, because figures will be 
established which probably will never be duplicated and therefore 
cannot be used by the sales department or by any other depart- 
ment. Would it not be better to credit this $30,000.00 directly to 
profit and loss, with the explanation that it was the result of 
operating beyond normal capacity? 

Let us consider some of the advantages of following the new 
method as opposed to the disadvantages of the old. In consider- 
ing the sales policy, the normal-cost method furnishes a correct 
basis for sales prices. The sales department is informed that in 
cases of normal production the cost of the output is a certain 
figure. It can then work intelligently with full confidence that 
it is being properly informed by the cost department and that 
whatever business is obtained can be produced at a profit. Sales- 
men can be sent out with instructions to take all the business they 
can obtain at this price, whether little or much. In addition to 
knowing the profit on the sales which are made, the sales depart- 
ment will constantly have before it a statement of the loss that 
is being sustained because sufficient sales are not being made. 

In considering the production policy, the factory manager will 
understand that a loss is being incurred while the factory is idle, 
and that whatever he is allowed to produce will show a satisfac- 
tory cost figure. At the same time it will reduce the loss which is 
being sustained through lack of operation. If the factory is idle, 
every order should be received with rejoicing and not, as hereto- 
fore, with the knowledge that when it is produced it will show 
a cost greatly in excess of the sales price. There will be an in- 
centive to study the idle departments to determine any use that 
can be made of them or whether it is profitable to keep them at 
all or not. A department which was charged with idle expense, 
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year after year, might result in more loss than profit. If the 
company is anxious to hold its organization together, it can de- 
termine the point at which it will suffer no greater loss by keeping 
its employees at work than by laying them off. For this purpose 
let us rearrange our cost illustration as shown by exhibit D. The 
burden of $4.00 is divided in accordance with the rates shown on 
exhibit A. The variable burden at 12%4 cents an hour is $1.00 
and the constant burden at 37% cents an hour is $3.00. 


It is evident from this that the cost, $9.80, is composed of 
$3.00 which is constant and cannot be eliminated by laying off 
employees and $6.80 which is variable and can be eliminated by 
laying off employees. Therefore, anything that is obtained in 
excess of $6.80 will reduce the loss which would otherwise be 
incurred through idleness. 


If a large stock of raw material were on hand, and this could 
be disposed of as finished product at $6.80 a unit, the plant could 
be operated at no more loss than if it were idle. The inventory 
could be turned into cash and the organization could be maintained. 


Another of the advantages of establishing costs on the basis 
of normal production is that we are able to measure the cost of 
idleness. The expense which cannot be allocated to costs because 
it is due to a lack of operation is certainly the cost of not doing 
business or, in other words, the cost of idleness. This is a most 
important fact and should be watched constantly by those re- 
sponsible for the outcome of the business. It might be that the 
cost of idleness in a given period is $50,000.00, but, by securing 
a certain volume of business at cost, some of the overhead could 
be absorbed and the loss correspondingly reduced. This would 
not appear in the profit-and-loss statement as a profit but it would 
appear as a reduction of a loss. 


I have heard some accountants express their condemnation of 
so-called normal costs with a good deal of feeling. It has been 
contended that it is a dangerous policy and that the purpose of a 
cost system is to determine the cost. We must keep in mind that 
all expenditures must eventually reach the debit side of the profit- 
and-loss account. The only choice is as to the channel through 
which the charge is to be made. Shall it all be called “cost of 
sales” whether the sales be big or little, or shall part of it be 
called “cost of idleness”? In either case it is cost. Which will 
convey the most information to the executive? 
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A 
Determination of Shop Burden Rates 
Normal 25% of Normal 200% of Normal 


Shop expense cost per hr. 


Constant $30,000.00 387% $30,000.00 1.50 $30,000.00  .183%4 
Variable 10,000.00 12% 2,500.00 12% 20,000.00 .12% 





Totalexp. 40,000.00 .50 32,500.00 1.62% 50,000.00 31% 
Total hours 80,000 20,000 160,000 
B 
Illustrations of Costs and Sales Prices Under Different Conditions 
Normal 25% of Normal 200% of Normal 
Material 1.00 1.00 1,00 
Labor 8 hours 4.80 4.80 4.80 
Burden 8 hours at .50 4.00 at 1.62% 13.00 at.31% 2.50 
Total unit cost 9.80 18.80 8.30 
Selling and adm. 5% AQ 94 A2 
10.29 19.74 8.72 
Profit 10% 1.03 1.97 87 
11.32 21.71 9.59 
Total operating hrs. 80,000 20,000 160,000 


Idle Time Overtime 
60,000 hrs. @ 37% 80,000 hrs. @ 37% 
$22,500.00 $30,000.00 
Cc 
Comparison of Inventories, Quantities Being the Same in all 
Three Examples 


Normal 25% of Normal 200% of Normal 
Raw material $ $5,000.00 $ $5,000.00 $ $5,000.00 
Work i cess 
Material. . 6,000.00 6,000.00 6,000.00 
Labor 6,000.00 6,000.00 6,000.00 


Shop expense 
16,000 hrs. .50 8,000.00 20,000.00 1.6244 26,000.00 38,000.00 .3134 5,000.00 17,000.00 

















Finished stock 1,000.00 1,000.00 1,000.00 
26,000.00 44,000.00 23,000.00 
D 
Division of Cost Between Variable and Constant 

Material 1,00 

Labor 8 hours 4.80 

Variable burden 8 hours 124% 1,00 

6.80 

Constant burden 8 hours 3TyY 3.00 

9.80 
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Auditing Federal Reserve Banks* 


By Francis OAKEY 


There should always be excellent reasons fur selecting one’s 
own work as a topic for discussion. I hesitated therefcre to pre- 
pare a paper on Auditing Federal Reserve Banks until it occurred 
to me that on account of its extraordinary aspects the subject 
might be interesting to the members of the Institute. In the 
first place a federal reserve bank is, as far es I have observed, 
the only going concern in this country in which the assets and 
liabilities can be completely verified. By a complete verification 
I mean one that permits the auditor to give a certificate unqualified 
by opinion, approximation or exception. In the second place, 
one of the federal reserve banks, namely that at New York, is 
the largest bank, if not the largest business corporation, in the 
world, when measured by total resources. On June 30th of this 
year the total resources of the largest banks in the world ex- 
pressed in dollars were approximately as follows: 


Federal Reserve Bank of New York...... $1,544,000,000 
London Joint City & Midland Bank....... 1,514,000,000 
I bins veahewe eeedh ones se eee 1,336,000,000 
REE 5 oon cnagncetassudvenees 1,300,000,000 


I have no statements of the Bank of England, the Bank of 
France and the Imperial Bank of Germany as of June 30, 1921. 
Their statements immediately after that date show total resources 
as follows: 

Bank of England July 20,1921 $1,217,000,000 

Bank of France July 16, 1921 966,000,000 

Imperial Bank of Germany July 77,1921 1,447,000,000 


Finally, the broader question of safeguarding the resources of 
the federal reserve system by a process of audit may be of 
interest to you. These resources have aggregated nearly six and 
one-half billions of dollars and the fiduciary holdings several 
billions more. 

Before discussing the auditing problem, it is well to outline 
briefly the organization, functions and powers of federal reserve 
banks. 


*A paper read at the annual meeting of the American Institute of Accountants, 
September 21, 1921. 
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The country is’ divided into twelve federal reserve dis- 
tricts, in each of which a federal reserve bank is established. 
The capital stock of a federal reserve bank is subscribed by the 
member banks in its district, each member bank being required 
to subscribe to an amount of capital stock equal to 6 per cent. of its 
capital and surplus. All national banks are required by the federal 
reserve act to become members. State banks and trust companies 
may become members by complying with certain requirements. 
Each federal reserve bank has a board of directors of nine mem- 
bers, six of whom are chosen by the member banks, and three 
are designated by the federal reserve board. One member appointed 
by the federal reserve board is chairman of the board of directors 
and also federal reserve agent. This officer in his capacity as 
federal reserve agent is the representative of the federal reserve 
board. His duties include the issuance of federal reserve notes 
to the federal reserve bank to which he is appointed upon receipt 
of collateral consisting of gold or eligible commercial paper. The 
federal reserve board is the regulating and supervising body over 
all the federal reserve banks; it consists of seven members includ- 
ing the secretary of the treasury and the comptroller of the cur- 
rency, who are members ex officio, and five members appointed 
by the president with the advice and consent of the senate. 

The duties of a federal reserve bank consist of holding the 
reserves of member banks, receiving deposits from and paying 
cheques of member banks; it has the power to rediscount eligible 
commercial paper offered by member banks, to make advances 
to member banks on their own notes, to issue federal reserve 
notes secured by gold or by eligible commercial paper and gold, 
to issue federal reserve bank notes secured by United States 
bonds, to purchase securities for investment, to buy and sell 
acceptances and gold in the open market, to collect for member 
banks cheques, notes and drafts. It is also its duty to act as fiscal 
agent of the United States. 

The discharge of these functions results in the possession of 
cash, securities and commercial paper under various responsibilities 
so that an effective examination of a federal reserve bank involves 
much more than the verification of the bank’s assets and liabilities. 
More concretely stated, such an examination consists of four 
parts, namely: 

1. The verification of assets and liabilities ; 

2. The examination of securities held in safekeeping ; 
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3. The examination of securities held as fiscal agent of the 
United States government ; 
4. The examination of the federal reserve agent’s department. 


Let us consider these in order. 


VERIFICATION OF ASSETS AND LIABILITIES 


The transactions of a federal reserve bank that affect its own 
assets and liabilities are entirely with other banks, with the United 
States treasury and with certain foreign governments. The open- 
market operations in acceptances and securities are, of course, 
often with bankers and brokers, but are in all cases cash trans- 
actions. The result is that the liabilities on the books consist 
solely of the following classes: 


1. Outstanding federal reserve notes, 
Outstanding federal reserve bank notes, 
Balances due member banks, 

Balances due foreign banks, 

Balances due the United States treasury, 
Balances due foreign governments. 


Outstanding federal reserve notes and bank notes can be 
verified by direct confirmation with the United States treasury. 
All the other liabilities can be verified by confirmations received 
direct from the creditors in the form of statements, reconcile- 
ments or letters. In this way it is not only practicable to effect 
a complete verification of all liabilities shown by the books but also 
to discover any liability that may exist that the books may not 
reveal, since confirmations can be obtained from every bank in 
the district. In commercial practice it is not only impracticable 
but theoretically impossible to establish all liabilities and to verify 
them by confirmations from individual depositors or trade cred- 
itors. Such confirmations must be confined to the names that 
appear in the books, and even if these are confirmed in full— 
a rare achievement in a concern of any size—there may still 
remain liabilities neither shown by the books nor reported by 
the client. 

Turning to the resources we find that they consist of eight 
main classes, namely: (1) gold reserves; (2) other cash reserves 
consisting of legal tender notes, silver coin and certificates; 
(3) miscellaneous currency and minor coin; (4) exchanges and 
cash items; (5) balances due from other federal reserve banks, 
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from member banks and from foreign banks; (6) rediscounts 
and advances; (7) investments; and (8) miscellaneous assets. 


A complete verification of all these resources may be readily 
effected as follows: 


Gold reserves consist of several parts, namely: 

First: The gold redemption fund on deposit with the United 
States treasury to redeem federal reserve notes—this may 
be verified by confirmation. 

Second: Gold on deposit with the federal reserve agent to 
secure federal reserve notes—this may be verified by in- 
spection and count and by confirmation. 

Third: The gold settlement fund, a deposit with the United 
States treasury to effect settlements with other federal 
reserve banks—this may be verified by confirmation. 

Fourth: Gold bullion, coin and certificates on hand—this may 
be verified by inspection and count. 

Fifth: Gold in custody of the Bank of England—this may 
be verified by confirmation. 

Sixth: Gold at the assay office in process of assay—this may 
be verified by inspection of gold warrants. 


The other assets—which include miscellaneous cash on hand, 
exchanges and cash items, balances due from other banks, redis- 
counts and advances and investments-——-may be verified by the 
methods commonly used in examinations of commercial banks. 
There is, however, one important difference. In a federal reserve 
bank a complete verification of loans and collateral may be 
effected by obtaining confirmations from every bank in the dis- 
trict, in addition to the inspection, count and proof of notes and 
securities. 

In commercial practice it is theoretically impossible and gen- 
erally impracticable to effect a complete verification of receivables. 
It is true that in examinations of commercial banks the confirma- 
tion of loans is sometimes attempted and occasionally with satis- 
factory results, but in other commercial audits it is rare that 
the client permits confirmation of receivables and rarer still when 
such procedure achieves the purpose desired. In any case the 
scope of the confirmation must be confined to the names that 
appear in the books and may not reveal unrecorded items. 
Finally, one of the most difficult problems in all examinations and 
audits—namely, determining whether the receivables are good 
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assets or not—hardly exists in the audit of a federal reserve bank. 
The loans are due from national banks and from state banks and 
trust companies that have met the requirements of membership ; 
a large portion is secured by the highest grade of collateral; the 
rediscounts bear the names of makers of eligible character and a 
bank endorsement. The possibility of loss is remote. 

Again, the problem of determining the real value of invest- 
ments as an asset-—often a difficult one in commercial practice— 
does not exist in the examination of a federal reserve bank. The 
investments held consist only of United States securities. 

The methods of verifying surplus and profit and loss, income 
and expense are the same as those used in the audit of a com- 
mercial bank. 


EXAMINATION OF SECURITIES HELD IN SAFEKEEPING 


The verification of assets and liabilities that has been outlined 
constitutes the first part of an examination of a federal reserve 
bank. The second part consists in counting and confirming securi- 
ties held in safekeeping. Generally speaking these securities be- 
long to member banks, but in some cases federal reserve banks 
act as custodians of securities for the United States government. 
The verification consists, first, in ascertaining that the securities 
on hand are in accordance with the requirements of the bank 
records and, second, that as shown by confirmations they are in 
agreement with the records of the depositors or owners. 


EXAMINATION OF SECURITIES HELD as FiscaL AGENT OF THE 
UnitTEep STATES 

The third part of the examination consists of counting and 
confirming securities held as fiscal agent of the United States. 
These consist of three general classes, namely: (1) Liberty bonds 
and Victory notes belonging to the United States government, 
held by the bank for exchange of denomination, conversion, regis- 
tration, exchange of temporary for permanent certificates and 
exchange of registered for coupon form; (2) United States cer- 
tificates of indebtedness belonging to the United States held by 
the bank for distribution, exchange of denomination, etc.; 
(3) securities pledged by member banks as collateral for United 
States deposits. The verification of these classes of securities 
consists in ascertaining, first, that the securities on hand are in 
accordance with the requirements of the bank records and, second, 
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that as shown by confirmations they are in accordance with the 
records of the owners. 


EXAMINATION OF THE FEDERAL RESERVE AGENT’S DEPARTMENT 


The fourth part of the examination consists of verifying the 
federal reserve notes, commercial paper and gold in possession of 
the federal reserve agent. This is accomplished by a physical 
count. The total of federal reserve notes found is a factor in 
verifying the amount of such notes outstanding. 


This outline covers the important points in the theory which, 
in my opinion, should govern the examination of a federal re- 
serve bank. Time does not permit a discussion of the many 
problems that arise in putting this theory into practice. Suffice 
it to say that the examination described has been successfully 
accomplished on a number of occasions. For example, in the 
federal reserve bank of New York two such examinations are 
made each year. One of these, which took place as of the close 
of business May 29, 1920, was, I believe, the largest examination 
ever made, when measured by total resources verified. On that 
date the total assets of the federal reserve bank of New York 
amounted to over two billion dollars, and the securities, gold, etc., 
held in a fiduciary capacity amounted to $3,600,000,000, approxi- 
mately, making a grand total of over $5,600,000,000 subject to 
examination. Of this total $1,425,000,000 of Liberty loan bonds 
and Victory notes held for the United States government were 
examined at a subsequent date. Thus the total of resources exam- 
ined as of May 29, 1920, was $4,175,000,000 which included: 


(1) The assets of the bank.............. $2,000,000,000 
(2) Securities held in fiduciary capacity... 2,175,000,000 





$4,175,000,000 


As an indication of the volume of work done a few statistics 
may be of interest to you. 

Gold bullion and coin amounting to approximately $223,000,000 
were inspected and counted. 

Currency of all classes approximating $218,000,000 was veri- 
fied by physical count. 

Bills representing rediscounts and advances and acceptances 
purchased amounting to over one billion dollars were examined 
and checked to the records. 
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Deposits aggregating $944,000,000 were verified by confirmed 
reconcilements. 

Two similar exatinations have since been made, one as of 
October 29, 1920, in which $3,760,000,000 of resources were 
verified, and another as of June 24, 1921, involving the verifica- 
tion of $4,231,000,000. 

Since the cash, notes and securities move very rapidly, careful 
planning is necessary in order that the operations of the bank 
may not be impeded. 

The plan specified the jobs to be done each day, the order of 
work, the organization of the force for each day’s work including 
the assignment of each man and other details too numerous to 
mention. The active cash, the exchanges and cash items, the 
notes and acceptances must be verified and proved the day of the 
examination so as to be released the following morning, and also 
so that the whole force will be immediately available thereafter 
to begin the examination of securities. Within two days collateral 
for rediscounts and advances, collateral for government deposits 
and active securities held in safekeeping, if possible, must be 
inspected, counted and checked against the records and the records 
must be proved to the controls, so that the securities can be 
released. For this work the force is divided into four sections, 
namely, counting section, checking section, exceptions section and 
vault section. 

The vault section takes the securities from the vault com- 
partments, packs them in trunks, recording the number of pack- 
ages and the trunk number, and routes the trunks to the counting 
section. The counting section examines and counts the securities, 
records the count on work sheets, transmits the work sheets to 
the checking section and routes the trunks of counted securities 
back to the vault section. The checking section checks the work 
sheets against the records and proves the records and the work 
sheets to the controls. The exceptions crew looks up any differ- 
ences between the work sheets and the records. While this is 
going on a small group of stenographers is sending out letters 
requesting confirmations of loans, securities, etc., and the book- 
keeping department has already sent out statements of member 
banks’ accounts with reconcilement blanks enclosed. Meanwhile 
several men are at work proving the remittance accounts. During 
the following weeks the reserve cash is counted, the inactive 
securities held in safekeeping are verified, gold bars are inspected, 
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accounts with other banks are reconciled and the confirmations 
are checked and proved. Within two months after the date of 
the examination all confirmations are received and all accounts 
with other banks are reconciled, excepting a few foreign ones, 
and then a report is made to the board of directors. This report 
contains a few exceptions which are subsequently disposed of so 
that finally it is possible to give an unqualified certificate. 

In addition to these balance-sheet examinations there is also 
a current audit, the purpose of which is to detect errors, excep- 
tions or discrepancies promptly and to dispose of them before 
the facts get cold. The main operations of the current audit 
include frequent reconcilements of accounts with other banks, the 
daily checking of shipments of securities and currency both in- 
ward and outward, the daily checking of transactions in govern- 
ment securities, the daily checking of the general ledger entries 
and the statement of condition and the audit of expenses and of 
earnings. From time to time, also, examinations are made of 
certain departments or divisions. 

The subject of auditing federal reserve banks is a large one 
and can be presented only in outline on an occasion of this kind. 
Numerous details must necessarily be omitted. It is a subject, 
however, of the utmost importance, since it involves nothing less 
than the protection of resources that are the foundation of our 
banking and currency systems. These resources are held by the 
federal reserve banks in ownership, but in a larger sense they are 
the resources of the public, the note holders and the commercial 
banks of the country. They are of the most liquid character and 
the greater part easily negotiated. They must be rigidly safe- 
guarded. Every necessary and desirable step, every precaution 
must be taken to this end. In making this effort there is no 
more important measure to be adopted than that of establishing 
efficient auditing. 
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The traveling auditor representing a large industrial 
organization must be a man of the resourceful type—a thorough 
accountant with a clear understanding of prevailing business 
methods. Although his chief function is to audit the books 
and accounts, nevertheless many problems outside the realm 
of what might be termed strictly accounting will be submitted 
to him for solution, such as matters connected with the exten- 
sion of credits, collections, matters of general policy, etc. He 
may not be called upon to solve these problems in an official 
manner, but considerable dependence will be placed upon his 
opinion. This article is intended to deal principally with the 
question of efficiency in the traveling auditor’s regular work. 
His efficiency may be judged in several ways, as follows: 

1. By the length of time required to conduct an audit. 

It is a well known fact that considerable time may be wasted 
on an audit through failure properly to plan out the work, and 
for this reason it is always advisable to lay out an audit pro- 
gramme before commencing the actual auditing work. Ex- 
perience has taught that by listing the names of the various 
individuals in the accounting department, together with the 
various books kept by each individual, considerable time is 
saved which otherwise would be consumed by duplicate 
inquiries. 

In the auditing of vouchers time can be saved by checking 
the vouchers in groups and placing a check mark opposite the 
entry covering the first and last vouchers of the group. By this 
method, instead of having, say, fifty check marks for a group 
of vouchers, only two check marks will be made, but the efficacy 
of the audit will be in no way impaired. 

2. By the ability of the traveling auditor to accomplish his 
work with as little interference as possible in the regular 
routine work of the office under review. 

Upon commencing an audit, it is always well to make 
arrangements with the chief accountant, advising that the general 
policy will be to use only such books as can be spared. Under 
this plan, certain books will be turned over daily and these 
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books will be available usually for auditing purposes for a 
certain specified time. It is always desirable, however, for 
the traveling auditor to have his programme so arranged that, 
should the accounting department require a book quickly in an 
emergency, it can be turned over and another branch of the 
work started without retarding the auditing work. In some 
cases it has been found advantageous in large offices to main- 
tain loose-leaf voucher record books or bound books covering 
alternate months for the reason that very often the same book 
is required by the voucher clerk, the ledger clerk and the trav- 
eling auditor at the same time. 

Although it is the prevailing custom in most offices to record 
journal and disbursement vouchers in one book, using the 
same distribution columns for both classes of vouchers, never- 
theless where large numbers of journal vouchers are recorded 
it is often found desirable to keep a separate voucher record 
exclusively for journal vouchers. This plan works for effi- 
ciency in the same manner as previously outlined for the use 
of loose-leaf and alternate voucher record books. 

3. By his ability to improve the accounting methods. 

Very often the traveling auditor will find that there is 
considerable duplication of work, although perhaps some ap- 
parent justification for the keeping of duplicate records will 
exist. In attempting to remedy a condition of this kind, the 
traveling auditor must proceed with extreme caution. If nec- 
essary a day or two should be spent in going over the subject 
in great detail with a view to being able to refute any argu- 
ments which may be advanced in support of the existing 
methods by either the local accounting department or by the 
executives in charge of the office. For instance, if it is found 
that the accounting department and the sales department are 
tabulating practically the same information, it may be desir- 
able to have the accounting department furnish the necessary 
information to the sales department rather than to have both 
departments keep similar records. This is often the case with 
statistical information relative to the efficiency of traveling 
salesmen, various territorial statistics, etc. 

One of the most prolific sources of wasted effort in an 
accounting office is the unnecessary transcribing of records 
where carbon copies of the original could be used for the per- 
manent record. By the installation of loose-leaf methods the 
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traveling auditor will often find it possible to cut down the 
clerical work considerably. When cases of this kind come 
within the observation of the traveling auditor, he should en- 
deavor to install such labor-saving devices as may be prac- 
ticable, always, however, consulting with the chief accountant, 
having in mind that a system adopted with the approval of 
the local accounting head will probably be heartily supported 
by the local staff. 

4. By his ability to discover any factors contributing to 
financial loss on the part of the office under review. 

It is quite natural to assume that if a traveling auditor rep- 
resents an annual outlay to his employers of a certain amount 
per annum, and if he is able in the course of a year to discover 
overpayments in excess of this amount, his efficiency will not 
be open to question, because he has been practically self- 
sustaining, and all work of a constructive nature which he has 
accomplished during the year has not involved expense to his 
employers. 

There are many ways in which the traveling auditor by the 
exercise of perception may discover overpayments which might 
never be brought to light by the local accounting force. In 
the first place, he is at a great advantage because in conducting 
his auditing work he is able to concentrate entirely upon it 
and, unlike the chief accountant, is not occupied with matters 
of daily routine which must receive attention. Therefore, in 
the auditing of disbursements, it behooves the traveling auditor 
to investigate from every possible angle every voucher which 
comes within his observation. It will be found by experience 
that vouchers which are apparently correct in every respect 
may conceal overpayments of substantial amounts. It is only 
by reference to purchase contracts and other available data 
that discrepancies may be revealed. 

For instance, a carload of goods may be bought “delivered.” 
The shipper may forward the car “freight charges collect.” 
Under the voucher system of accounting, unless complete sup- 
plementary records of purchases are carefully maintained, it 
is quite possible that freight charges of this kind may be 
absorbed by the receiving plant through failure of the local 
accounting department to make the proper deduction from the 
invoice in making settlement. Of course, the voucher would 
not reveal that this freight had been absorbed although some 
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clue to the fact might be gleaned from the purchase invoice. 

To follow this question of freight still further, it is quite 
possible that a carload of goods for delivery at Baltimore may 
be bought f. o. b. Cincinnati, Ohio, “freight collect.” The 
actual shipment may have been made from St. Louis, Missouri. 
The differential in freight may be $5 a ton. Unless a careful 
investigation be made, not only of the contract covering the 
shipment but also of the “freight inward” account, this addi- 
tional freight may be absorbed, although it should properly be 
deducted from the voucher covering payment to the shipper. 

Often a plant shipping goods to customers will make some 
sales contracts f. o. b. shipper’s factory while others will be 
made on a delivered-at-destination basis. The traveling auditor 
must pay particular attention to the “freight outward” account 
where such a condition exists because, unless there is a good 
check on the freight disbursements, there is a possibility that 
the billing department may fail to charge customers for freight 
which has been prepaid for their account. Owing to the pre- 
vailing high freight rates, overpayments represented by the 
incorrect handling of freight charges will involve substantial 
sums and, in nearly every instance, will more than compensate 
for the time spent in the necessary investigation. 

The subject of freight has been covered in some detail 
owing to its importance (particularly in manufacturing con- 
cerns), but many examples of overpayments have been found 
due to other causes. Frequently overpayments are due to the 
payment of duplicate invoices, the payment of statements when 
invoices covering them have previously been paid and the 
payment of credit memoranda as invoices. Overpayments also 
may be due to failure to deduct discounts, interest cover- 
ing anticipated payments and special concessions allowed by 
contract. Financial loss may result from the distribution to 
current expenses of charges which are intended for individual 
accounts. While errors arising in this manner may occur 
infrequently, the traveling auditor must continually exercise 
caution in the passing of disbursement vouchers in order to 
discover anything irregular. 

An endeavor has been made in the foregoing to outline 
various methods whereby the traveling auditor can accomplish 
results of a nature beneficial to his employers. In conclusion 
it might be well to state that the reports which he has sub- 
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mitted to the management will reflect to a great extent the 
measure of his efficiency. He should prepare at the close of 
each year a résumé outlining briefly such changes as have been 
made involving economy of operation and tabulating such re- 
coveries of overpayments as he has been able to make and 
submit it to the general auditor. By this method not only does 
he bring to the notice of the general auditor what he has 
accomplished for the company during the year, but he calls to 
mind such improvements as have been made and makes it 
possible for the general auditor to review the results of the 
year’s work and extend the benefits derived to other branches 
of the company’s activities. 
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Treatment of Weight and Degradation 
Losses by Coal Dealers 


By Hersert B. HAWKINS 


No single element in determining the cost of handling coal 
has caused more discussion among coal dealers and coal trade 
associations nor has been the topic of more articles written for 
the trade papers than the losses which accrue as a result of the 
“loss in weight” and the “loss by degradation.” In most articles 
which have appeared in trade journals and in discussions de- 
veloped in association meetings and conventions, the cost of 
degradation has been so entwined with the cost of the loss 
in weight that the distinction between the two has been com- 
pletely lost. This is unfortunate, for the reason that any state- 
ment which purports to show these losses in a single amount and 
as a result of a single operation must not only fall distinctly short 
of displaying the facts, because of the radical difference in the 
nature of each of them, but also obscures an element, the im- 
portance of which most dealers have been prone to underestimate, 
principally for want of a practical method of accounting to de- 
termine it. 

As used herein, degraded coal, or coal upon which the loss 
by degradation is computed, may be defined as coal of a smaller 
size obtained from coal of a larger size, as a result of screening. 
The average dealer is not particularly interested in knowing the 
cost of degradation or cost of loss in weight as applied to each 
size of coal purchased, but he is interested in knowing the cost of 
these elements as a result of all sizes of coal purchased. 

Undoubtedly, it would be desirable to obtain the costs of these 
elements for every size of coal purchased, but only by the de- 
tailed weighing of each size and then by weighing in detail screen- 
ings obtained from each size could this be determined, so that it 
might prove impractical except under ideal conditions, for ex- 
ample, in a coal yard where one size was handled exclusively and 
where this detailed weighing of screenings could be eliminated. 
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Loss in weight is the difference between the total amount of 
all coal purchased and that which is not actually accounted for as 
sales or inventory, as for example: 


Tons 
Inventory at beginning, all sizes................ 100 
Add purchased during period, all sizes.......... 1,000 | 
WE Sian iceukebasieskecbbdessnas dsebeenn 1,100 
Less inventory end of period, all sizes.......... 200 
Balance to be accounted for as sales............ 900 
Actual sales as per sales-book................65 850 
eS Go ree errr rere eer 50 


Some writers have ventured the statement “that coal which 
blows away is part of the loss from degradation.” This theory 
of course cannot be accepted, for if a dealer buys 100 tons of 
coal, sells 97 tons and has no coal remaining, he cannot have 3 
tons of degraded coal nor any loss from degradation. In other 
words, his loss of 3 tons is not a loss by degradation even though 
he may have actually had 100 tons in his yard—it is a loss due 
to loss in weight. 

In preparing the statement attached hereto, it will be noted 
that the loss due to the loss in weight is the difference between 
the total number of tons actually accounted for (irrespective of 
the sizes in which it was sold) and-the number of tons which 
should have been accounted for as sales. The cost of this loss in 
weight is the number of tons shown to have been lost (line 6, 
column A), multiplied by the average unit cost per ton (line 11, 
divided by line 2) of all grades of coal purchased (egg, stove, 
nut, pea, miscellaneous sizes, columns C, D, E, F), it being as- 
sumed in this case that in order to determine the profit on all coal 
sold it matters not whether there was an overage in weight in 
one size or a shortage in weight in another. Although as stated 
under the heading of degradation it would, of course, be desir- 
able if the actual loss from loss in weight with respect to each 
size could be obtained, still for practical purposes and particu- 
larly for purposes of this statement which is constructed to show 
these elements for all coal, irrespective of sizes, it is not neces- 
sary. After determining the amount of coal lost in weight and 
allocating it over the various sizes purchased, it will be noted that 
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there are yet other differences with respect to the various sizes 
of coal sold and the number of tons which should have been sold. 
In other words, the number of tons by which the regular sizes 
handled are in excess of the number of tons which were sold of 
those sizes equals the number of tons which were reduced to 
degraded coal, or smaller sizes. In order to determine the loss 
on this coal which has been degraded to smaller sizes, it is neces- 
sary to determine its cost, and this is determined by obtaining the 
average unit cost of all major sizes of coal purchased and multi- 
plying this average unit cost by the number of tons of degraded 
coal. 

The handling and yard costs, the delivery costs, adminis- 
trative costs and financial costs, all of which are constructed 
from and supported by a detailed classification of expenses, are 
chargeable to every ton of coal sold (irrespective of the size in 
which it is sold) on a uniform tonnage basis and these handling 
and yard and other costs aforesaid, added to the cost of the coal 
(line 21), will give the total cost of the coal chargeable to income 
or sales and by deduction will, of course, determine the profits 
or losses. 

It will be noted, therefore, that the loss from degradation 
includes not only the gross loss as represented by the difference 
between the selling price of the degraded coal and the actual cost 
of the coal prepared in the yard and ready for delivery, but it 
also includes all handling and yard, delivery and administrative 
costs which are chargeable to all sizes of coal. The loss from 
degradation therefore in addition to the loss due to the loss in 
weight, is an amount of which few dealers have ever had any 
idea, for the simple reason that in very few cases has it been 
computed correctly. 

Experience has taught that although the average coal-man 
recognizes the fact that loss in weight and loss by degradation 
are factors which most surely affect his final profits, nevertheless 
he does not know specifically to what extent they reduce his earn- 
ings. Nearly every dealer can tell you approximately what are 
the delivery costs on a ton of coal or what are the yard and hand- 
ling costs on a ton of coal; so it is obvious if a dealer takes into 
consideration one element of cost when estimating the price at 
which he will sell his coal, he must consider every cost, computed 
on a scientific basis. For the day of guess-work is past, and in 
every enterprise the dealer whose business is conducted on that 
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basis must admit, if only to himself, that he is not giving his 
business a fair chance—that he would not expect to be treated 
himself in such haphazard fashion. 

With retail coal yards in their operation and maintenance re- 
duced to the position of quasi-public utilities, knowledge of de- 
tailed accurate costs and the resulting profits and losses of hand- 
ling coal becomes a vital necessity. This was conclusively shown 
during the late war when coal dealers as a class were subjected 
to the rulings of the coal administrator. The lessons taught dur- 
ing this period have found a ready response in the minds of a 
great many members of the coal trade, but only in a few, very 
bright, isolated plants have the lessons taught at that time been 
developed to any high degree. The time is rapidly approaching, 
if it is not already here, when those who will not keep pace with 
developments in the operation of their business must give way 
to the keener, more far-sighted business man who will do so. 
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EDITORIAL 


Concerning Tax Experts 


With the approach of the end of another calendar year we 
draw near to the time when the voice of the tax expert will be 
much heard in the land. Since the enactment of federal tax 
legislation the public has felt its oppression in many ways, in 
the list of which is the tax expert. Mind you, we don’t know 
what a tax expert is, but we are led to believe that there must 
be such a thing from the frequent reiteration of assertions to 
that effect. Expertness in anything is an evanescent quality much 
like the will-o’-the-wisp—when we think we have it we have it 
not. It is also like personal beauty, a thing not to be extolled by 
the possessor. Consequently, we are led to the conclusion that 
there are few tax experts because most of the claims to expert- 
ness emanate from the supposed experts themselves. It is seldom 
that one hears a third person described as an expert in taxation. 
There may be a few people in the world who know all about 
taxation, but we have never met any of them. The best we can 
claim is to have met people who know enough about taxation, as 
Dr. Adams said at the banquet of the American Institute of 
Accountants, to know that they don’t know all about it. 

The editorial pages of THE JouRNAL oF AccouNTANCY last 
month contained a speech made by a representative of the solici- 
tor’s department of the bureau of internal revenue, in which he 
clearly set forth the opinion in which so-called experts are held 
by the treasury department. It seems that his words must have 
effect upon those who heard or read them. 

Yet we are quite certain that within the next month or two 
there will appear a flood of literature in the advertising pages of 
papers, magazines, etc., and in circular letters, describing the 
peculiar abilities of some person or group of persons to whom 
the mysteries of taxation are as an open book. 
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Accountants should beware of admitting even to themselves 
that they are experts. 

Some few years ago the word “efficiency” had a great vogue. 
It was used and abused until to-day it has few friends. It is 
something like the word “intrigue” as a verb which is now 
distressing all friends of good English who read the daily papers. 
Now comes the word “expert” to take its place alongside the 
word “efficiency” in the discard. Accountants can do much to 
hasten the proper disposition of the words “tax experts” or any 
variant thereof. 

In Owen Wister’s great story of the plains, The Virginian, 
the hero advises Trampas to smile when he uses an expression 
relative to canine ancestry. The time seems to us to be coming 
when everyone who calls another a tax expert will be told to smile. 





The Process of Evolution 


The president of a corporation recently received from a firm 
of accountants a letter containing the following paragraph: 


If, in preparing your return for 1917 or any subsequent years, you 
include as invested capital any appreciation, whether or not determined by 
appraisals, you should take advantage of this opportunity to avoid penalty. 


The president has marked the last phrase of the above para- 
graph and has written the following comment on the letter: 


This is a good idea; if people don’t employ you after ordinary adver- 
tising, try scaring them into it. 





Proper Publicity 


Now that the American Institute of Accountants has gone 
officially on record as opposed to professional advertising the 
question may be regarded as settled so far as personal advertising 
is concerned in the case of a professional man or woman. There 
is apparently, however, a feeling that there should be something 
in the way of educational propaganda designed to explain to 
the public what accounting is, does and may do for better business 
and improvement generally. A special committee of the Institute 
has been appointed to investigate the whole question and bring 
forward positive suggestions for the consideration of the council 
of the Institute. 


853 











The Journal of Accountancy 








We shall watch with interest the development of the labors 
of this committee, and it occurs to us that a good purpose would 
be served if our readers having creative thoughts on the subject 
would communicate them to the Institute or to this magazine. 





Regional Meetings 


The regional-meeting idea which was inaugurated less than a 
year ago by a meeting held in Chicago has spread with gratifying 
rapidity in various parts of the country. During the past year 
there have been several such meetings and others are to take 
place. At present we have advice of a meeting to be held in 
Des Moines on November 11th and meetings in Hartford and 
Pittsburgh some time during December, the exact dates of which 
have not yet been fixed. In other parts of the country there 
will probably be similar meetings between now and next summer. 

Every accountant who has an interest in his profession should 
make a point of attending these meetings whether he be a member 
of the Institute or a certified public accountant or neither. The 
mere fact of his membership in the profession is a card of 
admission. 





District C. P. A. Bill 


Senator Capper of Kansas has introduced in the senate of 
the United States a bill, No. 2351, providing for the creation of 
a certified public accountant board in the District of Columbia. 
This bill has been approved by the council of the Institute and 
it is hoped that it will be passed without amendment of any 
kind. It is particularly necessary that such a bill should appear 
on the statute books of the District in order to offset possible efforts 
to lower the value of the C.P.A. certificate by organizations 
operating in parts of the country in which there is no restrictive 
legislation. All the forty-eight states now have C. P. A. laws. 
The District of Columbia and Alaska are the only parts of 
continental United States in which there is no such legislation. 

Friends of accountancy should use their efforts to encourage 
the enactment of Senator Capper’s bill without alteration or 
addition. 
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Epitep spy STEPHEN G. Rusk 


The much-discussed problem of determining taxable income and 
deductible loss arising from sales or other disposition of property 
acquired prior to March 1, 1913, which was brought about by the 
supreme court decisions in the cases of Goodrich versus Edwards and 
Brewster versus Walsh, is the subject of rulings in treasury decisions 
Nos. 3206 and 3209 presented in this issue of THE JouRNAL oF 
Accountancy. The several articles of regulations 45 that are affected 
by the court’s decisions have been amended to incorporate therein 
the intent of these rulings. 


Article 1073 of regulations 45 has been amplified in treasury de- 
cision 3210 in such a manner as to require that information as to the 
distributive shares of the members of a partnership or personal service 
corporation or the beneficiaries of an estate or trust shall be returned 
on form 1099 on a fiscal year basis, if the books of account are kept 
upon that basis, and to require that all income of these persons from 
other sources shall be returned on a calendar year basis regardless of 
that upon which the books are kept. 


Corporations which have erroneously made deductions from 1918 
taxable income on account of contributions to the Red Cross and other 
recognized war organizations are required to make amended returns, 
unless an audit by the bureau of internal revenue has disclosed such 
erroneous deduction, and are required to pay the tax “within thirty 
days from date of this decision.” The decision is dated August 16, 
1921. Failure to make the supplemental or amended return will sub- 
ject the corporation to a penalty. The detailed information as to this 
matter will be found in treasury decision 3215. 

Aliens, whether resident or nonresident, who intend to depart from 
this country are required to pay their income tax on income up to 
the close of the month preceding their intended departure. Upon 
their so doing they will be supplied with income-tax clearance papers. 
American citizens are not required to have these clearance papers, 
and, if they are not in default in making tax returns or in payment 
of their taxes, they may secure postponement until the usual times 
of making returns and paying tax by giving bond in double the esti- 
mated amount of their tax for the year. See treasury decision 3229. 

Taxpayers whose invested capital has included appreciated value 
are required to make amended returns within ninety days from 
August 26, 1921, and pay the additional tax at date of filing the 
amended return. It is not necessary to make a complete return— 
simply a sworn statement of the amount of the inflation of value and 
a recomputation of the tax. For further information as to the matter 
see treasury decision 3220. 
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The appended decision of the United States circuit court of appeals for 
the ninth circuit, in the case of W. H. Lawrence v. Justus S. Wardell, 
collector, rendered May 2, 1921, affirming the decision of the United States 
district court for the northern district of California, southern division, is 
published for the information of internal-revenue officers and others con- 
cerned. For lower court decision, see T. D. 3102. 


Unirep States Crrcurr Court or APPEALS, NintH Circuit. No. 3615. 


W. H. Lawrence, plaintiff in error. v. Justus S. Wardell, United States 
collector of internal revenue for the first district of California, 
defendant in error. 


Writ of error to the southern division of the United States district court 
of the northern district of California, second division. 
(Decided May 2, 1921.) 
Before Grtpert and Hunt, circuit judges, and WoLverTON, district judge. 


In an action by plaintiff Lawrence to recover certain sums paid under 
protest to the defendant collector of internal revenue, the district court 
sustained a general demurrer to the complaint and entered judgment of 
dismissal. Writ of error was taken out in order to present the question 
whether sections 210 and 211 of the revenue act of 1918 apply to the 1918 
income of a citizen of the United States residing in the Philippine Islands. 

The facts are these: 

Plaintiff, a citizen of the United States, was a resident of the Philippine 
Islands in 1918 and until March, 1919. In January, 1919, in the Philippines 
plaintiff paid an income tax representing the full amount of tax upon his 
1918 income computed in accordance with the revenue act of 1916, as 
amended by the revenue act of 1917. In March, 1919, plaintiff became a 
resident of California and in July, 1919, was required by the defendant 
collector to pay income tax upon his 1918 income computed in accordance 
with the revenue act of 1918, with credit for the amount paid in the 
Philippines. Defendant paid under protest and his claim for refund was 
denied. The position of the plaintiff is that by section 1400 of the revenue 
act of 1918, title I of the revenue act of 1916 as amended by the revenue 
act of 1917 is still in force as to 1918 income of residents of the Philippine 
Islands; that by section 261 of the revenue act of 1918 plaintiff was 
required to pay in the Philippines the income tax as provided by the revenue 
act of 1916 on his whole income of 1918; that sections 210 and 211 of the 
revenue act of 1918 imposed an income tax only in lieu of the corresponding 
taxes of the revenue acts of 1916 and 1917 and are not applicable where the 
earlier acts stand unrepealed; that the legislature of the Philippine Islands 
has not amended or modified or repealed the income-tax provisions of the 
revenue acts of 1916 and 1917 as to the income of the year 1918. On the 
other hand it is contended that the act of 1916, as amended by the act of 
1917, was, so far as it affected the Philippine Islands, enacted by congress 
in its capacity of a local legislature for the Philippine Islands, and that the 
revenue act of 1918 imposes a tax equally upon all citizens of the United 
States without regard to the place of residence. Summarizing the pertinent 
statutes, they are as follows: 

By the revenue act of 1916, title I, part 1, it is provided in section 1 (a) 
that taxes should be levied and collected annually upon the entire net 
income received in the preceding calendar year by every individual a citizen 
or resident of the United States. Section 23 made the provisions of the 
title extend to Porto Rico and the Philippine Islands, provided that the 
administration of the law and the collection of taxes imposed in Porto Rico 
and the Philippine Islands should be by internal-revenue officers of the gov- 
ernment of those islands, and that all revenue collected in those islands 
under the act “shall accrue intact to the general governments thereof.” By the 
revenue act of 1917, approved October 3, 1917, it is provided, section 1— 

That in addition to the normal tax imposed by the subdivision (a) of 
section one of the act entitled “An act to increase the revenue, and for 
other purposes,” approved September 8, 1916, there shall be levied, assessed, 
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collected, and paid a liké normal tax of two per centum upon the income 
of every individual a citizen or resident of the United States received in 
the calendar year 1917 and every calendar year thereafter. 

The provisions did not extend to the Philippines, and the local legislature 
was given power to amend or repeal income taxes in force. The revenue 
act of 1918, approved February 24, 1919, title II, part 2, provides— 

Sec. 210. That in lieu of the taxes imposed by subdivision (a) of 
section 1 of the revenue act of 1916 and by section 1 of the revenue act 
of 1917 there shall be levied, collected, and paid for each taxable year upon 
the net income of every individual a normal tax at the following rates: * * * 

Sec. 211. (a) That, in lieu of the taxes imposed by subdivision (b) of 
section 1 of the revenue act of 1916 and by section 2 of the revenue act 
of 1917, but in addition to the normal tax imposed by section 210 of this 
act, there shall be levied, collected, and paid for each taxable year upon 
the net income of every individual, a surtax equal to the sum of the 
following: * * * 

Sec. 222. (a) That the tax computed under part 2 of this title shall 
be credited with— 

(1) In the case of a citizen of the United States the amount of any 
income, war-profits and excess-profits taxes paid during the taxable year 
to any foreign country, upon income derived from sources therein, or to 
any possession of the United States; and * * * 

Sec. 260. That any individual who is a citizen of any possession of 
the United States (but not otherwise a citizen of the United States) and 
who is not a resident of the United States, shall be subject to taxation under 
this title only as to income derived from sources within the United States, 
and in such case the tax shall be computed and paid in the same manner and 
subject to the same conditions as in the case of other persons who are 
taxable only as to income derived from such sources. 

Sec. 261. That in Porto Rico and the Philippine Islands the income tax 
shall be levied, assessed, collected, and paid in accordance with the pro- 
visions of the revenue act of 1916 as amended. 

Returns shall be made and taxes shall be made under title I of such act in 
Porto Rico or the Philippine Islands, as the case may be, by (1) every 
individual who is a citizen or resident of Porto Rico or the Philippine 
Islands, or derives income from sources therein * * *. An _ individual 
who is neither a citizen nor a resident of Porto Rico or the Philippine 
Islands, but derives income from sources therein, shall be taxed in Porto 
Rico or the Philippine Islands as a nonresident alien individual. * * * 

The local legislature has power to amend or repeal the income-tax laws 
in force in the islands. 

Section 1400 (a) of the revenue act of 1918 provided: 

That the following parts of acts are hereby repealed subject to the 
limitations provided in subdivision (b), 1. The following titles of the 
revenue act of 1916, title I, called the income tax * * *; (3) the followng 
title of the revenue act of 1917: title I (called “War income tax’); * * * 
title XII (called “Income-tax amendments”). * * * (b) title I of the 
revenue act of 1916 as amended by the revenue act of 1917 shall remain 
in force for the assessment and collection of the income tax of Porto Rico 
and the Philippine Islands, except as may be otherwise provided by their 
respective legislatures. 

Hunt, judge: By the statutes above cited congress extended the pro- 
visions of the revenue law of 1916 to the Philippine Islands, and authorized 
the assessment and levies to be made by the administrative internal-revenue 
officers of the Philippine government, but instead of requiring the taxes 
when collected to be paid into the treasury of the general government of 
the United States, directed that, they should accrue to the general govern- 
ment of the Philippine Islands. A like policy obtained and still obtains as 
to Porto Rico. The purpose of such legislation was to enable the govern- 
ment of those islands, respectively, to have sufficient revenue to meet their 
needs and to receive the money through the most direct channels, and not 
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have to await appropriation by Congress. The policy was not new. For 
example, in the island of Porto Rico, ever since the institution of civil 
government in May, 1900, customs duties collected have been turned over 
to the insular treasury by the collector of customs for the island to be 
expended as required by law for the government and benefit of the island 
“instead of being paid into the treasury of the United States.”—Act of 
congress, April 12, 1900 (Supplement R. S., U. S., vol. 2, p. 1128.) 

The power of congress in the imposition of taxes and providing for 
the collection thereof in the possessions of the United States is not restricted 
by constitutional provision, section 8, article I, which may limit its general 
power of taxation as to uniformity and apportionment when legislating 
for the mainland or United States proper, for it acts in the premises 
under the authority of paragraph 2, section 3, article IV of the constitution, 
which clothes congress with power to make all needful rules and regula- 
tions respecting the territory or other property belonging to the United 
States—Binns v. United States (194 fy S., 486); Downes v. Bidwell 
(182 U. S., 244). 

When congress enacted the revenue law of October 3, 1917, by section 5 
it saw fit to provide expressly that the provisions of the title should not 
extend to the Philippines or Porto Rico, and the local legislatures were 
given power to amend, alter, modify, or repeal the income-tax laws in 
force in the islands, respectively. The result was that under the act of 
1916 the entire net income of every individual, a citizen or resident of the 
United States, resident in the Philippines, became taxable thereunder, as 
subject to the jurisdiction of the Philippines in respect to tax matters. 
But congress, acting doubtless under the after-war needs, passed the 
revenue act of 1918, changed the situation, and made the net income of 
every individual citizen of the United States taxable no matter where 
he resides. In the place of the taxes imposed by the act of 1916 (subdiv. 
(a), sec. 1), and by the act of 1917 (sec. 1) the net income of “every 
individual” was subject to the rate prescribed (sec. 210); and in place of 
taxes imposed by subdivision (b), section 1 of the act of 1916, and section 2 
of the act of 1917, but in addition to the normal tax imposed by section 210 
of the act the surtaxes prescribed should be collected. 

The comprehensiveness of the 1918 act is ‘as great as language could 
make it, for it applied to the income of every individual, changing the 
rates and obviously imposing taxes at the new rates where no tax could 
have been imposed prior to the 1918 act. 

We are unable to infer that by using the words “in lieu of,” congress 
meant to tax only those incomes of individuals who had been subject to 
taxation under the two prior acts. It is more reasonable to hold that 
where the individual was liable under the prior act of 1916, the new act 
of 1918 became the controlling standard. Where, by the act of 1917, 
he was relieved of the increased rates of that act, but had been subject to 
the 1916 act, he was covered by the provisions of the 1918 act, and in the 
event he was never before included he became liable under the very broad 
terms of the act of 1918. Section 260, supra, of the act of 1918, also 
leads to the conclusions indicated. The language there used discriminatcs, 
by making individuals who are citizens of a possession of the United 
States, yet not otherwise citizens of the United States, and who are not 
residents of the United States, subject to be taxed only as to income 
derived from sources within the United States. Unless such a person 
has income so derived he is not subject to the act. 

In the repealing clauses of the act of 1918, as quoted in the statement 
of the case, the act of 1916, as amended by the act of 1917, in force in 
the Philippines, was continued in force, except as might be otherwise pro- 
vided by the local legislature. As a general statute of the United States 
there was clear repeal but as to the Philippines the act of 1916 was kept 
alive, as direct legislation by congress with respect to the local affairs 
of the island and not as a general statute of the United States. 

A citizen of the United States residing in the Philippines becomes sub- 
ject to the income-tax law under the act of 1918. By section 261, supra, 
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of that act, the tax shall be-levied, collected and paid in accordance with the 
act of 1916, as amended, returns to be made and taxes to be paid under 
title I of the act by “every individual who is a citizen or resident” of the 
island, the local legislature having power as already defined. The citizen 
of the United States residing in the island is in much the same position 
as is a citizen of a state where there is a state income tax. The fact of 
residence in the Philippines avails him no more than would the fact of 
residence in a state. 

Section 222 of the act of 1918 in providing for credits for taxes makes 
the taxes computed under part II of the title subject to a credit (1) in the 
case of a citizen of the United States the amount of any income taxes 
paid during the taxable year to any foreign country upon income derived 
from sources therein, “or to any possession of the United States.” It is 
argued that a citizen of the United States resident of the islands is not 
subject to taxation under the 1918 act because the return of the “possession” 
is not a return under the act of 1916, though it is a return under a local act. 
Section 222 allows to one residing in the Philippines a credit upon the 
tax computed under part II of the 1918 act, but there is nothing to indicate 
that there is exemption to the citizens residing in the islands. He may 
have paid to the island treasury such amounts as are due, but still be 
liable to the United States for a sum in excess of that paid in the islands. 

The regulations of the treasury department (regs. 45, arts. 1131, 1132) 
have been framed upon the construction which we have adopted; and as 
credit appears to have been given to plaintiff for the amount of taxes which 
he had already paid in the Philippines, we think he can not complain of 
the judgment rendered against him. 

The judgment is affirmed. 


TREASURY RULINGS. 


(T. D. 3206—July 28, 1921.) 
Income tax—Sales—Losses—Shrinkage, etc. 


Basis for determining taxable gain or deductible loss in the case of 
property acquired prior to March 1, 1913, and sold or disposed of 
subsequent thereto. 


Articles 39, 40, 41, 43, 48, 49, 87, 141, 143, 144, 548, 563, 1543, 1547, 
1548, 1549 1561, 1562, 1564, 1565, 1566, 1568, 1569, and 1570 of regula- 
tions No. 55 (1920 ed.) are hereby amended in order that the rule 
announced by the supreme court in the cases of Goodrich v. Edwards 
and Brewster v. Walsh, respecting the basis for the determination of 
taxable gain or deductible loss in the case of property acquired prior 
to March 1, 1913, and sold or disposed of subsequent thereto, may be 
incorporated therein. The amendments are merely for the purpose of 
such incorporation and make no attempt to correct any of the regula- 
tions in any respect other than the one necessitated by those cases. 
The amendments are as follows: 


Art. 39. Sale of stock and rights—When shares of stock in a cor- 
poration are sold from lots purchased at different dates and at dif- 
ferent prices and the identity of the lots can not be determined the 
stock sold shall be charged against the earliest purchases of such 
stock. The excess of the amount realized on the sale over the cost of 
the stock will constitute gain. However, the gain which is taxable in 
the case where the stock was acquired March 1, 1913, when its fair 
market value as of that date is in excess of its cost, is the excess of 
the amount realized by the sale over such value. No gain is recog- 
nized when stock is sold (a) at more than its cost but at less than 
its fair market value as of March 1, 1913. In the case of stock in 
respect of which any stock dividend was paid, the cost of each share 
of such stock shall be ascertained as specified in article 1547. Where 
common stock is received as a bonus with the purchase of preferred 
stock or bonds, the total purchase price shall 2 fairly apportioned 
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between such common stock and the securities purchased for the 
purpose of determining the portion of the cost attributable to each 
class of stock or securities, but if that should be impracticable in any 
case, no profit on any subsequent sale of any part of the stock or 
securities will be realized until out of the proceeds of sales shall have 
been recovered the total cost. See article 1565 as amended. The 
entire amount realized from the sale of rights to subscribe for stock 
is income. 


Art. 40. Sale of patents and copyrights—A taxpayer disposing of 
patents or copyrights by sale should determine the profit or loss 
arising therefrom by computing the difference between the selling 
price and the cost. The taxable income in the case of patents or 
copyrights acquired prior to March 1, 1913, should be ascertained in 
accordance with the provisions of article 1561 as amended. The 
profit or loss thus ascertained should be increased or decreased, as 
the case may be, by the amounts deducted on account of depreciation 
of such patents or copyrights since February 28, 1913, or since the 
date of acquisition if subsequent thereto. See article 167. 


Arr. 41. Sale of good will—Any profit or loss resulting from a sale of 
goodwill can be taken only when the business, or a part of it, to 
which the goodwill attaches is sold, in which case the profit or loss 
will be determined upon the basis of the cost of the assets, including 
goodwill. If the goodwill was acquired prior to March 1, 1913, the 
taxable gain or deductible loss should be ascertained in accordance 
with the provisions of article 1561 as amended. If nothing was paid 
for goodwill acquired after February 28, 1913, no deductible loss with 
respect thereto is possible, although on the other hand, upon the sale 
of the business there may be a profit. It is immaterial that goodwill 
may never have been carried on the books as an asset, but the burden 
of proof is on the taxpayer to establish the cost or fair market value 
on March 1, 1913, of the goodwill sold. See article 163. 


Art. 43. Sale of real estate in lots—Where a tract of land is purchased 
with a view to dividing it into lots or parcels of ground to be sold as 
such the cost shall be equitably apportioned to the several lots or 
parcels and made a matter of record on the books of the taxpayer, 
to the end that any gain derived from the sale of any such lots or 
parcels which constitutes taxable income, may be returned as income 
for the year in which the sale was made. This rule contemplates that 
there will be a measure of gain or loss on every lot or parcel sold, 
and not that the capital invested in the entire tract shall be extin- 
guished before any taxable income shall be returned. The sale of 
each lot or parcel will be treated as a separate transaction and the 
gain or loss will be accounted for as provided in article 1561 as 
amended. 


Art. 48. Improvements by lessees—When buildings are erected or im- 
provements are made by a lessee in pursuance of an agreement with 
the lessor, and such buildings or improvements are not subject to 
removal by the lessee, the lessor receives income at the time when 
such buildings or improvements are completed to the extent of the 
fair market value of such buildings or improvements subject to the 
lease. This amount would ordinarily be the difference between the 
value of the land free from the lease without such improvements and 
the value of the land subject to the lease with such improvements. 
If, for any other reason than a bona fide purchase from the lessee by 
the lessor, the lease is terminated, so that the lessor comes into pos- 
session and control of the property prior to the time originally fixed 
for the termination of the lease, the lessor receives additional income 
for the year in which the lease is so terminated to the extent that the 
value of such buildings or improvements when he became entitled to 
such possession exceeds the fair market price or value thereof to 


360 














Income-tax Department 








— 


him as determined when the same completed became part of the realty. 
No appreciation in value due to causes other than the premature 
termination of the lease shall be included. Conversely, if the build- 
ings or improvements are destroyed prior to the expiration of the 
lease, the lessor is entitled to deduct as a loss of the year when such 
destruction takes place the fair market price or value of such build- 
ings or improvements subject to the lease as determined when the 
same completed became a part of the realty, less any salvage value 
subject to the lease, to the extent that such loss was not compen- 
sated by insurance. If the buildings or improvements destroyed 
were acquired prior to March 1, 1913, the deduction shall be based 
on the cost or the value subject to the lease, as of that date, which- 
ever is lower, less any salvage value subject to the lease to the 
extent that such loss was not compensated by insurance. See 
articles 109 and 164. 


Art. 49. Compensation for loss—In the case of property which has 
been lost or destroyed in whole or in part through fire, storm, ship- 
wreck, or other casualty, or where the owner of property has lost 
or transferred title by reason of the exercise of the power of requi- 
sition or eminent domain, including cases where a veleaieaes transfer 
or conveyance is induced by reason of the fact that a technical 
requisition or condemnation proceeding is imminent, that amount 
received by the owner as compensation for the property which is in 
excess of the cost of the property constitutes gain. However, the 
gain which is taxable in the case where the property was acquired 
before March 1, 1913, and its fair market value as of that date was 
greater than its cost, is the excess over such value of the amount 
received. No taxable gain results when the amount received is more 
than the cost but less than the fair market value of the property as 
of March 1, 1913. In any case proper provision shall be made for 
depreciation to the date of the loss, damage, or transfer. The trans- 
action is not regarded as completed at this stage, however, if the 
taxpayer proceeds immediately in good faith to replace the property, 
or if he makes application to establish a replacement fund as provided 
in the following article. In such a case, the gain, if any, is measured 
by the excess of the amount received over the amount actually and 
reasonably expended to replace or restore the property substantially 
in kind, exclusive of any expenditures for additions or betterments. 
The new or restored property effects a replacement in kind only to 
the extent that it serves the same purpose as the property which it 
replaces without added capacity or other element of additional value. 
Such new or restored property shall not be valued in the accounts 
of the taxpayer at an amount in excess of the cost, or its value as 
of March 1, 1913, if acquired before that date and such value as of 
such date is higher than the cost (after making proper provision in 
either case for depreciation to the date of the loss, damage, or 
transfer), of the original property, plus the cost of any actual addi- 
tions and betterments. If the taxpayer does not elect to replace 
or restore the property, the transaction will then be deemed to be 
completed and the gain shall be the difference between the cost of 
the property and the amount of the compensation received. If such 
property was acquired prior to March 1, 1913, and its fair market 
value as of that date was greater than such cost, the taxable gain 
shall be the excess over such fair market value of the amount of the 
compensation received. However, no gain shall be taxable when the 
amount received is more than the cost of such property but less than 
its fair market value as of March 1, 1913. In any event proper pro- 
vision must be made for depreciation to the date of the loss, damage, 
or transfer. See article 141. Articles 49 and 50 have no application 
to property which is voluntarily sold or disposed of. 
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Art. 87. Income accruing prior to March 1, 1913——Any liquidated claim 
existing unconditionally on March 1, 1913, and then assignable, 
whether presently payable or not and held by a taxpayer prior to 
March 1, 1913, whether evidenced by writing or not; and all interest 
which had accrued thereon before that date, do not constitute taxable 
income, although actually recovered or received subsequent to such 
date. Interest accruing on or after that date is taxable income. 
Where an interest-bearing claim held on February 28, 1913, is paid 
in whole or in part after that date, any gain derived from the pay- 
ment of the claim is taxable. The amount of such gain is the excess 
of the proceeds of the claim (both principal and interest) exclusive 
of any interest accrued since February 28, 1913, already returned as 
income, over the cost thereof (both principal and interest then 
accrued). However, the gain which is taxable where the fair market 
value of the claim as of March 1, 1913, is greater than the cost thereof, 
is the excess of the amount received over such value. No gain 
results where the amount received from the claim is more than the 
cost thereof but less than its fair market value as of March 1, 1913. 
In the case of an insurance policy its surrender value as of March 1, 
1913, may be used as a basis for the purpose of ascertaining the gain 
derived from the sale or other disposition of such property. Where 
services were rendered prior to March 1, 1913, but paid for there- 
after, the amount received is taxable income to the extent of the 
excess of such amount over the fair market value on March 1, 1913, 
of the principal of the claim and any interest which had then accrued. 
Interest does not include dividends on corporate stock. See section 
201 of the statute, and articles 1541-1549 as amended. 

Art. 143. Loss of useful value—When, through some change in busi- 
ness conditions, the usefulness in the business of some or all of the 
capital assets is suddenly terminated, so that the taxpayer discon- 
tinues the business or discards such assets permanently from use in 
such business, he may claim as a loss for the year in which he takes 
such action the difference between the cost, or, if acquired prior to 
March 1, 1913, the cost or fair market price or value as of that date, 
whichever is lower, of any assets so discarded (less any- depreciation 
sustained) and its salvage value remaining. This exception to the 
rule requiring a sale or other disposition of property in order to 
establish a loss requires proof of some unforeseen cause by reason 
of which the property has been permanently discarded, as, for ex- 
ample, where an increase in the cost of or other change in the manu- 
facture of any product makes it necessary to abandon such manu- 
facture, to which special machinery is exclusively devoted, or where 
new legislation directly or indirectly makes the continued profitable 
use of the property impossible. This exception does not extend to 
a case where the useful life of property terminates solely as a result 
of those gradual processes for which depreciation allowances are 
authorized. It does not apply to inventories or to other than capital 
assets. The exception applies to buildings only when they are per- 
manently abandoned or permanently devoted to a radically different 
use, and to machinery only when its use as such is permanently 
abandoned. Any loss to be deductible under this exception must 
be charged off on the books and fully explained in returns of income. 
But see articles 181-189. 

Art. 144. Shrinkage in securities and stocks—A_ person possessing 
securities, such as stock and bonds, can not deduct from gross in- 
come any amount claimed as a loss on account of shrinkage in value 
of such securities through fluctuation of the market or otherwise. 
The loss allowable in such cases is that actually suffered when the 
securities mature or are disposed of. See, however, article 154. In 
the case of banks or other corporations which are subject to super- 
vision by state or federal authorities, and which in obedience to the 
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orders of such supervisory officers charge off as losses amounts 
representing an alleged shrinkage in the value of property, the 
amounts so charged off do not constitute allowable deductions. 
However, if stock of a corporation becomes worthless its cost, or 
if acquired prior to March 1, 1913, its cost or fair market value as 
of that date, whichever is lower, may be deducted by the owners in 
the taxable year in which the stock becomes worthless, provided a 
satisfactory showing of its worthlessness be made as in the case of 
bad debts. See article 151. 


Art. 545. Sale of capital assets—Where property is acquired and later 
sold for a higher price the gain on the sale is income. If, however, 
the property was acquired before March 1, 1913, only such portion of 
the gain as accrued subsequently to February 28, 1913, is taxable. 
Where, then, a corporation sells its capital assets in whole or in part 
it shall include in its gross income for the year in which the sale 
was made the amount of the excess of the sales price over the cost 
unless it acquired such assets prior to March 1, 1913, and the fair 
market value of such assets as of such date was in excess of the cost, 
in which case it shall include the excess of the amount of the sales 
price over such value. No gain or loss is recognized in case the 
assets are sold (a) at more than cost but at less than their fair market 
value as of March 1, 1913, or (b) at less than cost but at more than 
their fair market value as of March 1, 1913. In every case, however, 
in ascertaining the gain, the cost of the assets, or the fair market 
value as of March 1, 1913, of the assets acquired prior thereto, should 
first be reduced by the amount of any charges for depreciation, 
depletion, and other deductions which have been or should have been 
taken. If the purchaser takes over all the assets and assumes the 
liabilities, the amount so assumed is part of the purchase price. See 
also article 563 as amended. If the sale is made for stock of another 
corporation, the rules contained in section 202 of the statute and in 
articles 1561-1570 as amended are particularly applicable. 


Art. 563. Sale of capital stock, bonds, and capital assets—-A corporation 
sustains no deductible loss from the sale of its capital stock. See 
article 542. If it sells its bonds at a discount, the amount of such 
discount is treated in the same way as interest paid, and if it retires 
its bonds at a price in excess of the issuing price, such excess may 
usually be deducted as expense. See article 544 and 848 as amended. 
If a corporation sells its capital assets for less than their cost, the 
loss sustained is deductible unless the assets were acquired before 
March 1, 1913, and sold at less than cost, but at more than their 
fair market value as of March 1, 1913. The loss which is deductible 
in the case where assets acquired before March 1, 1913, are sold 
after that date at less than cost and less than their fair market value 
as of that date, and such value was less than cost is the difference 
between such price or value and the amount realized by the sale or 
exchange. See article 545 as amended. 


Art. 1543. Distributions which are not dividends.—A distribution by 
a corporation out of earnings or profits accumulated prior to March1 
1918, or out of any assets except earnings or profits accumulated 
since February 28, 1913, is not a dividend within the meaning of the 
statute. A distribution by a personal service corporation out of 
earnings or profits accumulated since December 31, 1917, is not a 
dividend. A distribution out of earnings or profits accumulated 
before March 1, 1913, is free from tax as a dividend; out of assets 
other than earnings or profits accumulated since February 28, 1913. 
may or may not be free from tax, according as each stockholder 
receives more or less than he paid for his stock. However, if such 
stock was acquired prior to March 1, 1913, and the fair market value 
as of such date was greater than the cost thereof and less than the 
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sum received in distribution, the amount which is taxable is the 
excess over such market value as of March 1, 1913, of the sum 
received in the distribution, but no gain is recognized if the amount 
received in distribution is more than the cost but less than the fair 
market value of the stock on March 1, 1913. In the case of a per- 
sonal service corporation a distribution out of earnings or profits 
accumulated since December 31, 1917, is taxed to the stockholders 
as though they were partners. See section 218 of the statute and 
articles 328-335. In determining whether a distribution is made out 
of earnings or profits accumulated after or before March 1, 1913, due 
consideration must be given to the facts and mere book entries 
increasing or decreasing the surplus will not be conclusive. 


Art. 1547. Sale of stock received as dividends—-Stock issued by a 
corporation as a dividend does not constitute taxable income to a 
stockholder in such corporation, but gain may be derived or loss 
sustained by the stockholder from the sale of such stock. The 
amount of taxable gain derived or deductible loss sustained from the 
sale of such stock, or from the sale of the stock with respect to 
which it is issued, shall be determined as provided in article 1561 as 
amended, after the cost, or both the cost and fair market value as 
of March 1, 1913, if acquired prior thereto, of both the old and the 
new shares is determined in accordance with the following rules: 


(1) Where the stock issued as a dividend is all of substantially 
the same character or preference as the stock upon which the stock 
dividend is paid, the cost of each share, and when acquired prior to 
March 1, 1913, the fair market value as of such date, will be the 
quotient of the cost, or such fair market value of the old shares of 
stock, divided by the totai number of the old and new shares. 


(2) Where the stock issued as a dividend is in whole or in part 
of a character or preference materially different from the stock upon 
which the stock dividend is paid, the cost, and when acquired prior 
to March 1, 1913, the fair market value as of such date, of the old 
shares of stock shall be divided between such old stock and the new 
stock, in proportion, as nearly as may be, to the respective values of 
each class of stock, old and new, at the time the new shares of stock 
are issued, and the cost, and when acquired prior to March 1, 1913, 
the fair market value as of such date, of each share of stock will be 
the quotient of the cost or such fair market value as of March 1, 1913, 
of the class to which such share belongs divided by the number of 
shares in that class. 


(3) Where the stock with respect to which a stock dividend is 
issued was purchased at different times and at different prices and 
the identity of the lots can not be determined, any sale of the origi- 
nal stock will be charged to the earliest purchases of such stock 
(see article 39 as amended), and any sale of dividend stock issued 
with respect to such stock will be presumed to have been made from 
the stock issued with respect to the earliest purchased stock, to the 
amount of the dividend chargeable to such stock. 


Art. 1548. Distribution in liquidation—So-called liquidation or disso- 
lution dividends are not dividends within the meaning of the statute, 
and amounts so distributed, whether or not including any surplus 
earned since February 28, 1913, are to be regarded as payment for 
the stock of the dissolved corporation. Amy excess so received over 
the cost of his stock to the stockholder constitutes income to such 
stockholder. However, if such stock was acquired prior to March l, 
1913, and the fair market value as of such date was greater than the 
cost but less than the amount so distributed, the taxable income is 
the excess over such fair market value of the amount received, but 
no gain is recognized if the amount received, although more than 
cost, is less than the fair market value of the stock on March 1, 1913. 
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A distribution in liquidation of the assets and business of a corpora- 
tion, which is a return to the stockholder of the value of his stock 
upon a surrender of his interest in the corporation, is distinguishable 
from a dividend paid by a going corporation out of current earnings 
or accumulated surplus when declared by the directors in their 
discretion, which is in the nature of a recurrent return upon the stock. 


Art. 1549. Distribution from depletion or depreciation reserve —A re- 
serve set up out of gross income by a corporation and maintained 
for the purpose of making good any loss of capital assets on account 
of depletion or depreciation is not a part of its surplus out of which 
ordinary dividends may be paid. A distribution made from such a 
reserve will be considered a liquidating dividend and will constitute 
income to a stockholder to the extent that the amount so received 
is in excess of the cost of his shares of stock. If such stock were 
acquired prior to March 1, 1913, and the fair market value as of such 
date was greater than the cost thereof and less than the amount re- 
ceived, the income which is taxable is the excess over such market 
value of the amount received, but no gain is recognized if the amount 
received is more than the cost but less than the fair market value of 
the stock on March 1, 1913. No distribution, however, will be deemed 
to have been made from such a reserve except to the extent that the 
amount paid exceeds the surplus and undivided profits of the cor- 
poration. In general, any distribution made by the corpora- 
tion other than out of earnings or profits accumulated since Feb- 
ruary 28, 1913, is to be regarded as a return to the stockholder of 
part of the capital represented by his shares of stock, and upon a 
subsequent sale of such stock his gain will be the excess of the sell- 
ing price over the cost of the stock after applying on such cost the 
amount of such capital distribution. However, if such shares were 
acquired prior to March 1, 1913, and the fair market value as of such 
date was greater than the cost thereof after applying on such cost 
and value the amount of any such capital distribution, and was less 
than the sum received in distribution, the amount which is taxable 
is the excess over such value of the sum received in distribution. 
But no gain is recognized if the amount received is more than the 
cost but less than the fair market value of the stock on March 1, 1913, 
after the amount of any such capital distribution is applied to such 
cost and value. 

Art. 1561. Basis for determining gain or loss from sale—For the 
purpose of ascertaining the gain or loss from the sale or exchange 
of property the basis is the cost of such property, or if acquired on 
or after March 1, 1913, its cost or its approved inventory value. But 
in the case of property acquired before March 1, 1913, when its fair 
market value as of that date is in excess of its cost, the gain which 
is taxable is the excess of the amount realized therefor over such 
fair market value. Also in the case of property acquired before 
March 1, 1913, when its fair market value as of that date is lower 
than its cost, the deductible loss is the excess of such fair market 
value over the amount realized therefor. No gain or loss is recog- 
nized in the case of property sold or exchanged (a) at more than 
cost but at less than its fair market value as of March 1, 1913, or 
(b) at less than cost but at more than its fair market value as of 
March 1, 1913. In any case proper adjustment must be made for 
any depreciation or depletion sustained. What the fair market value 
of property was on March 1, 1913, is a question of fact to be estab- 
lished by any evidence which will reasonably and adequately make 
it appear. As to inventories see section 203 of the statute and 
articles 1581-1588. The fair market value as of March 1, 1913, has 
no bearing on the determination of the invested capital of a — 
ration for the purpose of the war profits and excess-profits tax. See 
section 326 oe article 831. 
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Art. 1562. Sale of property acquired by gift or bequest—The cost of 
such property to the person making the sale or other disposition 
thereof is the fair market value of the property at the date of 
acquisition and the taxable gain derived or the deductible loss sus- 
tained from such sale or other disposition shall be computed in 
accordance with the provisions of article 1561 as amended. For the 
purpose of determining the profit or loss from sale of property 
acquired by bequest, devise, or descent since February 28, 1913, its 
value as appraised for the purpose of the federal estate tax, or in 
the case of estates not subject to that tax, is value as appraised in 
the state court for the purpose of state inheritance taxes, should be 
deemed to be its fair market value when acquired. See section 
213 (b) (3) of the statute and article 73. 


Art. 1564. Determination of gain or loss from exchange of property. — 
(a) The amount of income derived from an exchange of property, 
as of stock for a bond, is the excess of the fair market value at the 
time of exchange of the property received in exchange over the 
original cost of the property exchanged for it. If the property 
exchanged was acquired prior to March 1, 1913, and its fair 
market value on that date was greater than the cost, the income 
which is taxable is the excess of the fair market value at the time 
of exchange of the property received in exchange over the fair market 
value on March 1, 1913, of the property exchanged. No gain is 
recognized if the fair market value of the property received in ex- 
change is more than the cost of the property exchanged but less than 
its fair market value as of March 1, 1913. The amount of income 
derived from a subsequent sale for cash of property received in 
exchange for other property on or after March 1, 1913, is the excess 
of the amount so received over the fair market value of the property 
acquired at the date of the acquisition. (b) If the property received 
in exchange is substantially the same property or has no market 
value, then no gain or loss is realized, but the new property is to be 
regarded as substituted for the old, and upon the sale of the new 
property the amount of income derived is the excess of the amount 
so received over the cost of the old. However, if the old was 
acquired prior to March 1, 1913, and its fair market value as of that 
date is in excess of its cost but less than the amount received, the 
taxable gain is the excess over such value as of March 1, 1913, of 
the amount received. No gain is recognized if the property is sold 
at more than the cost of the old property but at less than its fair 
market value as of March 1, 1913. 


Art. 1565. Exchange for different kinds of property—(a) If property 
is exchanged for two different kinds of property, such as bonds and 
stock, the bonds having a market value and the stock none, the value 
of the bonds is to be compared with the cost. If the market value 
of the bonds is less than such cost the difference represents the cost 
of the stock. If the market value of the bonds is greater than such 
cost the difference represents gain and is taxable at the time of the 
exchange unless the original property was acquired prior of March 
1, 1913, in which case the amount of gain taxable is computed as 
provided in article 1564 as amended. In either case the entire pro- 
ceeds of such stock will be taxable. (b) If property is exchanged 
for two different kinds of property, such as bonds and stocks, neither 
having a fair market value, the cost of the original property should 
be apportioned, if possible, between the bonds and stock for the 
purpose of determining gain or loss on subsequent sales. If no fair 
apportionment is practicable, no profit on any subsequent sale of 
any part of the bonds or stock is realized until out of the proceeds 
of sales shall have been recovered the entire cost of the original 


property. 
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Art. 1566. Exchange of property and stock—Where property is trans- 
ferred to a corporation in exchange for its stock, the exchange con- 
stitutes a closed transaction, and the former owner of the property 
realizes a gain or loss if the stock has a market value and such 
market value is greater or less than the cost of the property given in 
exchange. However, if the property was acquired prior to March 1, 
1913, the amount of taxable gain or deductible loss shall be deter- 
mincd in accordance with article 1561 as amended. For the rule 
applicable where a corporation, in connection with a reorganization, 
merger, or consolidation, exchanges property for stock, see article 
1567. 

Art. 1568. Determination of gain or loss from subsequent sale—The 
new stock and securities received, as described in the preceding 
article, take the place of the old stock and securities. For the pur- 
pose, therefore, of ascertaining the gain derived or loss sustained 
from the subsequent sale of any stock of A or of the consolidated 
corporation, so received, the original cost to the taxpayer of the 
stock of B or A in respect of which the new stock was issued, less 
any untaxed distribution made to the taxpayer by A out of the 
former capital or surplus of B, or by the consolidated corporation 
out of the former capital or surplus of A or B, is the basis for de- 
termining the amount of such gain or loss. However, the gain 
which is taxable or the loss which is deductible in the case of the 
subsequent sale of any stock of A or of the consolidated corporation, 
so received, when the stock of B or A in respect of which new 
stock was issued was acquired prior to March.1, 1913, shall be de- 
termined in accordance with the provisions of article 1561 as amended. 
When securities of a single class are exchanged for new securities 
of the same total par value but of different classes for the purpose 
of determining profit or loss on the subsequent sale of any of the 
new securities, the proportion of the original cost to be allocated 
to each class of new securities is that proportion which the market 
value of the particular class bears to the market value of all securi- 
ties received on the date of the exchange. If the securities exchanged 
were acquired prior to March 1, 1913, the proportion of their value 
as of such date to be allocated to each class of new securities is 
that proportion which the market value of the particular class bears 
to the market value of all securities received on the date of the 
exchange and the gain or loss shall be determined in accordance 
with the provisions of article 1561 as amended. For example, if 
100 shares of common stock, par value $100, are exchanged for 50 
shares of preferred and 50 shares of common each of $100 par value, 
and the cost of the old stock was $250 per share, or $25,000, but the 
market value of the preferred on the date of the exchange was $110 
per share, or $5,500 for the 50 shares, and the market value of the 
common was $440 per share or $22,000 for the 50 shares of common, 
one-fifth of the original cost, or $5,000, would be regarded as the 
cost of the preferred and four-fifths, or $20,000 as the cost of com- 
mon. The same method of computation should be used in the case 
of stock acquired prior to March 1, 1913, in order to ascertain the 
proportion of such value to be allocated to each class of new securi- 
ties on that date and the taxable gain or deductible loss should 
thereafter be computed in accordance with article 1561 as amended 
Similarly, the cost after reorganization, merger, or consolidation of 
the assets of A, or of the consolidated corporation, is the sum of the 
cost of the assets of A and B for the purpose of ascertaining the 
gain or loss from a subsequent sale. However, in case the assets 
were acquired prior to March 1, 1913, in order to compute the taxable 
gain or deductible loss under article 1561 as amended, the fair market 
value as of such date should also be ascertained by taking the sum 
of the fair market value of the assets of A and B. The new invested 
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capital of A, or of the consolidated corporation, is to be determined 
as if A and B were rendering a consolidated return as affiliated cor- 
porations. See sections 240 and 326 of the statute and articles 631- 
638 and 864-869. 


Art. 1569. Exchange of stock for other stock of greater par value— 
If in the case of any reorganization, merger, or consolidation, the 
aggregate par or face value of the new stock or securities received 
is in excess of the aggregate par or face value of the stock or 
securities exchanged, income will be realized from the transaction 
by the recipients of the new stock or securities to an amount limited 
by (a) the excess of the par or face value of the new stock or 
securities over the par or face value of the old, and (b) the excess 
of the fair market value of the new stock or securities over the cost 
of the old, unless the old stock or securities were acquired prior to 
March 1, 1913, and their fair market price or value as of that date 
was greater than their cost, in which case the fair market value of 
the new stock or securities must be in excess of the fair market 
value as of March 1, 1913, of the old. The taxable profit will be 
(a) or (b), whichever is less. On a subsequent sale of the new 
stock or securities their cost to the taxpayer will be the cost of the 
old stock or securities plus the profit taxed on the exchange. 

Art. 1570. Readjustment of partnership interests-—When a partner 
retires from a partnership, or it is dissolved, he realizes a gain or 
loss measured by the difference between the price received for his 
interest and the cost to him of his interest in the partnership, in- 
cluding in such cost the amount of his share in any undistributed 
partnership net income earned since he became a partner, on which 
the income tax has been paid. However, if such interest in the 
partnership was acquired prior to March 1, 1913, both the cost as 
hereinbefore provided and the value of such interest as of such date, 
plus the amount of the share in any undistributed partnership net 
income earned since February 28, 1913, on which the income tax has 
been paid, shall be ascertained and the taxable gain derived or the 
deductible loss sustained shall be computed as provided in article 
1561 as amended. If the partnership distributes its assets in kind 
and not in cash, the partner realizes no gain or loss until he disposes 
of the property received on liquidation. See article 1566 as amended. 
Whenever a new partner is admitted to a partnership, or any exist- 
ing partnership is reorganized, the facts as to such change or reor- 
ganization should be fully set forth in the next return of income, in 
order that the Commissioner may determine whether any gain or 
loss has been realized by any partner. See also article 1563. 


(T. D. 3209—August 4, 1921.) 
Income tax—-Losses. 


Article 141, Regulations No. 45 (1920 ed.), as amended by T. D. 3206 
of July 28, 1921, further amended. 


Article 141 of regulations No. 45 (1920 ed.), as amended by 
T. D. 3206, is hereby further amended for the purpose of supplying 
an omission, to read as follows: 


Art. 141. Losses——Losses sustained during the taxable year and not 
compensated for by insurance or otherwise are fully deductible 
(except by nonresident aliens) if (a) incurred in a taxpayer’s trade 
or business, or (b) incurred in any transaction entered into for 
profit, or (c) arising from fires, storms, shipwreck, or other casualty, 
or theft. They must usually be evidenced by closed and completed 
transactions. In the case of the sale of assets the loss will be the 
difference. between the cost thereof less depreciation sustained since 
acquisition and the price at which sold or disposed of. However, 
the loss which is deductible in the case where such property was 
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acquired before March 1, 1913, and where its fair market value on 
that date was less than the cost thereof, is the difference between 
such value (less depreciation) and the price at which sold or dis- 
posed of. No loss is recognized in the case of property sold at less 
than cost minus depreciation but for more than its fair market value 
as of March 1, 1913. See section 202 of the statute and articles 
39-46 and 1561 as amended. When loss is claimed through the de- 
struction of property by fire, flood, or other casualty, the amount 
deductible will be the difference between the cost of the property 
and the salvage value thereof, after deducting from such cost the 
amount, if any, which has been or should have been set aside and 
deducted in the current year and previous years from gross income 
on account of depreciation and which has not been paid out in mak- 
ing good the depreciation sustained. In the case of property acquired 
before March 1, 1913, when the fair market value as of that date is 
lower than the cost, the deductible loss is the difference between 
such value and the salvage value thereof after deducting from the 
value as of March 1, 1913, the amount, if any, which has been or 
should have been set aside and deducted in the current year and 
previous years from gross income on account of depreciation and 
which has not been paid out in making good the depreciation sus- 
tained. No loss is recognized where the salvage value is less than 
the cost but more than the depreciated value of such property as of 
March 1, 1913. In any event the loss should be reduced by the 
amount of any insurance or other compensation received. See articles 
49 and 50. A loss on the sale of residential property is not de- 
ductible unless the property was purchased or constructed by the 
taxpayer with a view to its subsequent sale for pecuniary profit. 
Losses in illegal transactions are not deductible. Whece a person 
gives away property, or is divested thereof by death, no realization 
of loss results therefrom. 


(T. D. 3210—August 4, 1921.) 
Income tax—Return of information. 

Amending article 1073, Regulations No. 45 (1920 ed.), relative to 
returns of information by partnerships, personal service corpora- 
tions, and fiduciaries. 

Regulations No. 45 (1920 ed.), is amended by changing article 

1073 to read as follows: 


Art. 1073. Return of information by partnerships, personal service cor- 
porations, and fiduciaries Partnerships and personal service corporations 
shall prepare reports on Form 1099 (revised) for each member of 
the partnership or personal service corporation, and fiduciaries shall 
prepare such reports for each beneficiary of the estate or trust, 
showing in every case the distributive shares of the members or 
beneficiaries, whether or not actually distributed. If the books of 
account of a partnership, personal service corporation, or fiduciary 
are kept on the basis of a fiscal year, the returns of information, 
Form 1099 (revised), showing the distributive shares of the members 
or beneficiaries, shall be rendered on a fiscal year basis. Such re- 
turns, accompanied by Form 1096 (revised), shall be filed on or 
before the fifteenth day of the third month following the close of 
the fiscal year. All other returns of information, Form 1099 (revised), 
required to be filed by a partnership, personal service corporation, or 
a fiduciary, shall be rendered on a calendar year basis, regardless of 
the fact that its books of account are kept on a fiscal year basis. 
Such returns, accompanied by Form 1096 (revised) shall be filed on 
or before March 15 of the year following that for which the returns 
are made. 
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(T. D. 3215—August 16, 1921.) 
Income tax—Deductions from contributions. 


Contributions to Red Cross and other recognized war organizations 
deducted in returns of corporations for the year 1918—Modifica- 
tion of T. D. 3105 of December 27, 1920. 


In order to obviate the necessity of filing amended returns on the 
prescribed forms for the year 1918, corporations which, prior to the 
issuance of T. D. 2847, filed their completed returns and erroneously 
claimed therein deductions on account of contributions to the Red 
Cross and other recognized war organizations, are required to file 
with the collector of internal revenue within 30 days from date of 
this decision a supplemental return in the form of a statement under 
oath showing the amount of such deductions claimed, the amount of 
net income as reported and as corrected, and the amount of addi- 
tional tax due. Payment of the total amount of additional tax 
shown to be due by such supplemental return must also be made 
within 30 days. 

In cases where this procedure is followed, formal amended returns 
will not be required and the supplemental returns referred to when 
received by this office through the collector’s office will be filed with 
the original returns. 

Where in connection with any return for the year 1918 an audit 
of the books of the corporation has been made by the department 
and the amount of such contributions disclosed, the statement herein 
provided for need not be made. 

Failure by a corporation te file a supplemental return as required 
will subject it to the penalties provided by section 3176, United 
States Revised Statutes. 


(T. D. 3220—August 26, 1921.) 
Income tax—appreciated or inflated values. 


Use of appreciated or inflated values in determining invested capital 
shown in income and excess-profits-tax returns for 1917 and 
subsequent years. 


An examination of income and excess-profits-tax returns for 1917 
and subsequent years has disclosed that many taxpayers have used 
appreciated and inflated values in determining invested capital 
shown in such returns contrary to section 207 of the revenue act of 
1917 and section 326 of the revenue act of 1918. 

This office has held consistently that the use of appreciated or 
inflated vaiues in determining invested capital is not permissible 
and this ruling has been sustained by the United States supreme 
court in the case of the La Belle Iron Works v. United States (41 
Sup. Ct., 528; T. D. 3051). 

All taxpayers who, in the preparation of their income and excess- 
profits-tax returns for 1917 and subsequent years, have used appre- 
ciated or inflated values in determining the amount of their invested 
capital are required to file with the collector of internal revenue 
within 90 days from date of this decision amended returns for each 
of such years, in which the invested capital shall be computed strictly 
in accordance with the law and regulations and without the use of 
appreciated or inflated values. It is not required that such amended 
returns shall include the figures shown in the original returns which 
are unaffected by this decision. Only such figures as are necessary 
to show the correct values used in the computation of invested capital 
and such totals as are necessary to a redetermination of the tax 
need be shown. Payment of the additional tax shown to be due on 
— a returns must also be made at the time the returns 
are filed. 
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Failure to file amended returns within the time specified will 
subject taxpayers to the penalties provided for in section 3176, 
United States Revised Statutes, as amended. 


(T. D. 3229—September 12, 1921.) 
Income tax. 


Amending Article 1013, Regulations No. 45 (1920 ed.), as amended 
by T. D. 3216 of August 16, 1921. 


Article 1013, regulations No. 45 (1920 ed.), as amended by T. D. 
3216, of August 16, 1921, is hereby amended to read as follows: 

Art. 1013. Declaration of termination of taxable period.—Ia the case 
of a taxpayer who designs by immediate departure from the country 
or otherwise to avoid payment of the tax for the preceding or cur- 
rent taxable year, the commissioner may so find upon evidence 
satisfactory to him and may declare the taxable period for such 
taxpayer terminated at the end of the month last past, causing the 
service upon him of a notice and demand for immediate payment 
of the tax declared due and any other tax unpaid. In such a case the 
taxpayer is entitled to a full personal exemption and credit for 
dependents, if otherwise allowable. See section 216 of the statute 
and articles 301-7. Aliens departing from the United States will be 
required to present certificates of compliance with income-tax obli- 
gations to internal revenue officers at the point of departure. Aliens, 
whether resident or nonresident, who intend to depart from this 
country should appear before the collector or deputy collector of 
internal revenue for the district in which they reside and satisfy all 
income-tax obligations with respect to income received up to and 
including the calendar month next preceding that of their intended 
departure. Upon payment of such obligations or upon satisfactory 
evidence that no tax is due and payable the collector or deputy col- 
lector will issue a certificate of compliance to the applicant. A cer- 
tificate of compliance issued by a collector or deputy collector must 
be presented at the office of the revenue agent at the point of de- 
parture, who will issue an income-tax clearance which will be taken 
up at the pier. Aliens presenting themselves at the point of departure 
without such certificates of compliance will be examined by internal 
revenue officers at that point and such taxes as appear to be due and 
owing will be collected. American citizens departing from the United 
States will not be required to procure certificates of compliance or to 
present any other evidence of compliance with income-tax obligations. 
If suit is necessary to collect the tax made due and payable by the 
provisions of section 250 (g) of the statute, the commissioner’s find- 
ing is presumptive evidence of the taxpayer’s design. A taxpayer 
who is not in default in making returns or in paying other taxes 
may procure the postponement until the usual time of the payment 
of taxes declared or declarable to be due pursuant to this article by 
depositing with the commissioner United States bonds of a — 
amount double the estimated amount of taxes due from such person 
for the taxable year or by furnishing such other security as may be 
approved by the commissioner. See section 1320. 
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TURNOVER 
Editor, Students’ Department: 


Sir: From the following figures kindly advise what the turnover for 
the year was and how you arrive at it: 


Inventory, January 1, 1920............... $50,000.00 
Purchases during the year ............. 150,000.00 

$200,000.00 
Inventory, December 31, 1920 .......... 60,000.00 
ale ce BNE gio ciccian texduesuare $140,000.00 
SNE rig sakws <9 toanceneedanes sunset $200,000.00 

Yours truly, 
Greensboro, North Carolina. i +o 


There is a good deal of difference of opinion as to the meaning of 
“turnover” and as to the method of computing it. Some use the term in 
conjunction with working capital. When so used, turnover means the 
quotient obtained by dividing the net sales by the working capital. Ac- 
countants usually employ the term in relation to merchandise inventories. 
When so used, turnover means the quotient obtained by dividing the cost 
of sales by the inventory. 

On this point Mr. Montgomery has the following to say: “Uniformity 
is desirable in accountancy terminology, so the author suggests this defini- 
tion: The turnover of a merchant or manufacturer represents the number 
of times his capital in the form of stock-in-trade is reinvested in stock-in- 
trade during a given period. To ascertain the turnover, take the starting 
inventory, add the purchases or cost of manufactured goods, and deduct 
the inventory at the end; divide the total by the starting inventory. The 
result will be the number of times the capital invested in stock-in-trade 
has been turned over during the period.” 

Computed by this method, the turnover asked for in the above letter 
would be determined as follows: 


Inventory, January 1, 1920 ............. $50,000.00 
Purchases during the year .............. 150,000.00 
ME. bh od ana ous Gus aed en Ae $200,000.00 
Less inventory, December 31, 1920 ...... 60,000.00 
Ce Se CIE GONE nk. ciccsecccdscssese $140,000.00 


140,000.00 — 50,000.00 = 2.8, the turnover. 


This method of determining the turnover does not take into consider- 
ation the fact that the opening inventory may not represent the normal or 
average capital invested in stock-in-trade, because the stock may be grad- 


372 








Students’ Department 








ually increasing or decreasing or because the business may have a seasonal 
trade and consequently carry varying stocks at different times during the 
year. 

If the stock is gradually increasing or decreasing, a nearer approach to 
the average investment in inventories may be obtained by using as a 
divisor the average of the inventories at the beginning and end of the year. 
Computed by this method, the turnover would be determined as follows: 


Cost of sales (as above) ....... $140,000.00 

Inventory, January 1, 1920 ...... $50,000,00 
Inventory, December 31, 1920 ... 60,000.00 
SOME 5 6ostuc ape aenbew ad cdseioes $110,000.00 
RR siti in's vote estates $55,900.00 


140,000.00 — 55,000.00 = 2.545, the turnover. 


This attempt to ascertain the average investment in stock will be fairly 
accurate if the inventory is uniform throughout the year or is steadily 
increasing or decreasing, but it will not be accurate if the sales and con- 
sequently the inventories vary materially at different periods of the year, 
because both opening and closing inventories are taken at the same time 
during the year. When monthly inventories are taken, it would seem that 
the inventory at January first as well as the twelve inventories taken at 
the time of monthly closings should be averaged, and the average should 
be used as a divisor. 

The question naturally arises as to what can be done in case monthly 
inventories are not taken; and it is suggested, in answer to that question, 
that the inventories may be approximated by the gross-profit method. The 
rate of gross profit for the year can be ascertained when the annual state- 
ments are prepared, and if conditions have been fairly uniform during the 
year it can be assumed ‘that the rate for the year has been maintained 
uniformly through the year. If this assumption is warranted, the approxi- 
mated inventories will be correct enough for use in determining the average 
inventory. Of course, in applying the gross-profit method it will be 
necessary to know the purchases and sales month by month. This infor- 
mation can be obtained from the monthly trial balances. 

To illustrate the suggested method, the following statistics will be used: 


Inventory at January 1 ................ $42,000.00 
Total purchases for the year ........... 331,500.00 
Inventory at December 31 .............. 59,625.00 
Purchases and sales, by months, as follows: 
Purchases Sales 
Se o.ceneasdnss saeueae $36,000.00 $45,000.00 
ae er 33,000.00 46,000.00 
Ws fice nesdincisanve 29,000.00 42,000.00 
pwr Meme aye 23,000.00 37,000.00 
BE ov nvncscuasncasseancean 22,000.00 32,000.00 
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Purchases Sales 





Pe. -.wieideen ance eee 20,000.00 30,000.00 
PE 5 aus iether mini e lml eae 18,000.00 28,000.00 
eT Eee 22,000.00 23,500.00 
NE. nk cagheues du ua 26,000.00 31,000.00 
SN ecnckes cemeteries 31,000.00 30,000.00 
CCT oe 39,000.00 35,000.00 
PP Peer en re Ae 32,500.00 39,000.00 

Total for the year ........ $331,500.00 $418,500.00 








It is obvious that the heavy sales begin toward the end of the year and 
continue through the beginning of the next year and that buying is heavy 
at the close of the year in expectation of the coming seasonal sales. 

If the turnover is computed by using the opening inventory as a divisor, 
the calculation is as follows: 


Inventory, January 1 ..... ............. $42,000.00 
Purchases for the year ................. 331,500.00 
ME ke Wanaka ad Us ow ete cx asa b oan $373,500.00 
Less inventory, December 31 ........... 59,625.00 
Soe | Ry aes Serre rere $313,875.00 


313,875.00 — 42,000.00 = 7.47, the number of turnovers. 


If the turnover is computed by using the average of the opening and 
closing inventories as a divisor, the calculation is as follows: 


Cost of goods sold (as above) .. $313,875.00 
Inventory, January 1 ........... $42,000.00 
Inventory, December 31 ........ 59,625.00 
mr 
SES EE Oe LEN POPE te 50,812.50 


313,875.00 — 50,812.50 = 6.17, the number of turnovers. 

If the inventories are approximated to determine the average investment 
in stock during the year, the computation is made as follows: 

313,875.00 (cost of sales) + 418,500.00 (sales) = 75%. 

That is, the cost of goods sold during the year is 75% of the sales; and 
it is assumed that the cost of goods sold each month is 75% of the sales 
of the month. Using this rate in applying the gross-profit method, the 
several inventories are approximated as follows: 


Inventory 
Jan. 1 Physical inventory .............. $42,000.00 
Jan.31 Inventory, January 1 ........... $42,000.00 
Purchases for January .......... 36,000.00 $78,000.00 
Less cost of goods sold 
(75% of 45,000.00) 33,750.00 44,250.00 
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Feb, 28 


March 31 


April 30 


May 31 


June 30 


July 31 


Aug. 31 


Sept. 30 


Inventory, January 31 ........... 44,250.00 
Purchases for February ........ 33,000.00 77,250.00 
Less cost of goods sold 

(75% of 46,000.00) 34,500.00 
Inventory, February 28 ......... 42,750.00 
Purchases for March ........... 29,000.00 71,750.00 
Less cost of goods sold 

(75% of 42,000.90) 31,500.00 
Inventory, March 31 ............ 40,250.00 
Purchases for April ............ 23,000.00 63,250.00 
Less cost of goods sold 

(75% of 37,000.00) 27,750.00 
Inventory, April 30 ............ 35,500.00 
Purchases for May ............. 22,000.00 57,500.00 
Less cost of goods sold 

(75% of 32,000.00) 24,000.00 
Inventory, May 31 ............. 33,500.00 
Purchases for June ............ 20,000.00 53,500.00 
Less cost of goods sold 

(75% of 30,000.00) 22,500.00 
Inventory, June 30 ............. 31,000.00 
Purchases for July ............. 18,000.00 49,000.00 
Less cost of goods sold 

(75% of 28,000.00) 21,000.00 
Inventory, July 31 .............. 28,000.00 
Purchases for August .......... 22,000.00 50,000.00 
Less cost of goods sold 

(75% of 23,500.00) 17,625.00 
Inventory, August 31 .......... 32,375.00 
Purchases for September ....... 26,000.00 58,375.00 
Less cost of goods sold 

(75 % of 31,000.00) 23,250.00 


375 


42,750.00 


40,250.00 


35,500.00 


33,000.00 


31,000.00 


28,000.00 


32,375.00 


35,125.00 
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Oct.31 Inventory, September 30 ........ 35,125.00 
Purchases for October ......... 31,000.00 66,125.00 
Less cost of goods sold 
(75% of 30,000.00) 22,500.00 43,625.00 
Nov. 30 Inventory, October 31 .......... 43,625.00 
Purchases for November ....... 39,000.00 82,625.00 
Less cost of goods sold 
(75% of 35,000.00) 26,250.00 56,375.00 
Dec.31 Inventory, November 30 ........ 56,375.00 
Purchases for December ........ 32,500.00 88,875.00 
Less cost of goods sold 
(75% of 39,000.00) 29,250.00 
Inventory (as per physical inventory) 59,625.00 


The total of the thirteen inventories is $524,375.00, and the average is 
$40,336.00. 

Then 313,875.00 + 40,336.00 = 7.78, the number of turnovers. 

This figure, 7.78, does not differ a great deal from 7.47, the turnover 
found by using the opening inventory, but the similarity is due to the fact 
that the business appears to be gradually increasing as indicated by the 
large inventory at December 31 as compared with the inventory at 
January 1, and this increase offsets the smaller inventories carried during 
the middle of the year. 


RESERVE FOR SINKING FuNpD 


Editor, Students’ Department: 


Srr: In the July number of Tue Journat or Accountancy there 
appeared an article by Edwin J. Rock on Redemption and Replacement of 
Bonded Indebtedness. In this article, Mr. Rock seems to make a distinction 
between the paying off of borrowed money and the provision of new capital 
to take its place. He says (p. 37): “When directors have successfully 
floated a bond issue they usually have more or less definite ideas as to how 
it will be paid off, but they seldom give much thought at that time to how 
the capital supplied through this medium will be replaced at maturity.” 
My understanding has always been that the paying off of borrowed money 
is, of itself, the replacing of that money or capital. 

For example, if $10,000.00 were borrowed to purchase a machine, and 
five years later that money were returned to the lender, the machine would 
still be on hand as an addition to capital. To provide an additional replace- 
ment fund which would amount to $10,000.00 at the end of five years, beside 
the fund accumulated to repay the loan, would be making an addition of 
$20,000.00 to working capital, not $10,000.00. 

It may be that I have misinterpreted this article, or that I am on the 
wrong track myself. I would appreciate it if you would explain this séem- 
ing error in a future issue of the JouRNAL. 

Yours truly, 

Philadelphia, Pennsylvania. H. B. 
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Mr. Rock’s point is, in my opinion, very well taken. To use your own 
illustration, let us assume that the company which borrows $10,000.00 to 
purchase a new machine has a working capital of $40,000.00 at the time 
when it makes the loan. Perhaps it is advisable to call attention to the 
fact that working capital is the excess of current assets over current lia- 


bilities. It can be taken for granted that this $40,000.00 working capital is 
essential to the proper conduct of the operations of the business—otherwise 


the machine could be purchased by using cash of the working capital 
instead of by borrowing. Therefore such plans as are made for the repay- 
ment of the loan should take into consideration the fact that the working 
capital of $40,000.00 should not be depleted by the repayment. 

Unless the borrowing company is to provide for the repayment by in- 
curring a new liability when this one matures or by the sale of additional 
stock, it must meet the obligation from its present working capital or 
from profits. Let us assume that the profits for the five years of the loan 
total $25,000.00. If this entire amount is paid out in dividends the loan 
will have to be paid from the working capital, which is the thing Mr. Rock 
points out should be avoided. Therefore some provision should be made 
to prevent paying out all of the profits in dividends. 

This object is accomplished by setting up a reserve for sinking fund, 
with the result that during the five years a total of $10,000.00 is transferred 
from surplus to a reserve. This reduces the surplus available for dividends 
to $15,000.00, with the result that the stockholders leave in the business 
$10,000.00 of their profits. This $10,000.00 left in the business supplies the 
capital which the company found it necessary to borrow. 

The situation may be made clearer by setting up partial balance-sheets. 
In these balance-sheets the working capital will appear as one amount, 
although it is of course understood that the working capital is the difference 
between sundry current assets and sundry current liabilities. 

Before the purchase of the machine, the only fact of interest in this 
discussion is the working capital, which appears as follows: 


BALANCE-SHEET 


Working capital ........ $40,000.00 

After the purchase of the machine, the condition would be as follows: 
Working capital ........ $40,000.00 Bonds payable ......... $10,000.00 
MaRS ©. sasedsdnedsass 10,000.00 


At the end of the five years, after creating a reserve and using $10,000.00 
of the cash provided by the profits for the accumulation of a fund and the 
remainder for dividends, the condition would be: 


Working capital ........ $40,000.00 Bonds payable .......... $10,000.00 
Machine ia. 6Sci ee 10,000.00 Reserve for sunking fund 10,000.00 
Sinking fund .......... 10,000.00 


After paying the bonds, the condition would be: 


Working capital ........ $40,000.00 Reserve for sinking fund 10,000.00 
ee epee 10,000.00 
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Then, if Mr. Rock’s suggestion of issuing a stock dividend were fol- 
lowed, the condition would be: 


Working capital ........ $40,000.00 Additional capital stock. 10,000.00 
EE 65 4c552ded cures 10,000.00 


By comparing the first and last balance-sheets it is seen that the net 
result is an acquisition of machinery offset by an additional stock invest- 
ment paid for out of profits. 

The situation would not be essentially different if the bonds had been 
gradually retired by the “continual redemption sinking-fund method,” as 
the elimination of the fund and the liability and the retention of profits 
instead of payment of dividends to the full extent of the profits would 
leave the company with $40,000.00 working capital and $10,000.00 in the 
reserve for sinking fund. 

Now let us assume that the sinking fund reserve is not created and 
that all the profits of $25,000.00 are paid out during the five years. Since 
the profits have all gone into dividends, the sinking fund must have been 
provided out of the working capital, with the result that the working capital 
is depleted at the end of five years to $30,000.00 In other werds, the 
company finds that at the end of five years it has cut into its working 
capital although it borrowed money in the first place because it felt that 
it would be hazardous to reduce the working capital below $40,000.00 

I think that your misunderstanding of the situation arises from a failure 
to distinguish between a fund and a reserve, as you write: “To provide an 
additional replacement fund which would amount to $10,000.00 at the end 
of five years besides the fund accumulated to repay the loan would be 
making an addition of $20,000.00 to working capital, not $10,000.00.” 

There are two errors here. In the first place it is not the intention to 
create a “replacement fund.” A fund consists of assets set aside for a 
specific purpose. What is created is a reserve. Or, to put it in another 
way, the surplus is divided into two parts: a reserve for sinking fund, 
which is not available for dividends, and free surplus, which is available 
for dividends. This division of surplus amounts to a statement of policy 
on the part of the corporation which may be expressed as follows: 
“Although we are making $25,000.00 in profits during these five years, we 
shall use only $15,000.00 of the cash so provided for dividends and shall 
keep $10,000.00 in the business. Thus we shall pay off our loan from cash 
provided by profits and shall not have to pay the loan by cutting danger- 
ously into our working capital.” 

The second error is in the amount of increase which you think will take 
place in the working capital, as disclosed by the words “would be making 
an addition of $20,000.00 to the working capital, not $10,000.00.” As an 
actual fact, the procedure recommended by Mr. Rock has no effect what- 
ever in increasing the working capital. It merely prevents decreasing it. 
The $10,000.00 held out of dividends pays off the loan and thus indirectly 
purchases the fixed asset, all of which has no bearing on the working 
capital. If the reserve were not created and the profits were all paid out 
in dividends, the working capital would be diminished. 
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The replacement of the capital could be accomplished without setting 
up a reserve for sinking fund if the directors merely curtailed dividends 
and left the retained profits as a credit in the surplus account. The reason 
why the reserve is set up is because the trust indenture requires it in many 
cases, so that a portion of the profits will be put beyond the control of the 
directors. This is done to safeguard the bondholders, as the payment of all 
of the profits in dividends with the consequent establishment of the sinking 
fund out of working capital might jeopardize the operations and curtail 
future profits to such an extent that the company would be unable to pay 
interest charges and meet its sinking-fund contributions. 


LEASE AND PuRCHASE CONTRACT 
Editor, Students’ Department: 


Sir: Will you please give me an opinion on the following proposition? 

X, a corporation, covenants with Y, the administrator of an estate, as 
follows: X leases a building for the term of six years, the rental therefor 
to be $3,570.00 per annum, payable semi-annually. This amount is exactly 
6% of the valuation of this property. X has the privilege of purchasing 
the building for $59,500.00, payable as follows: $10,000.00 on January 1 of 
the first year, $4,500.00 on January 1 of the second year, $5,000.00 on 
January 1 of the third year, $5,000.00 on January 1 of the fourth year, 
$10,000.00 on January 1 of the fifth year, $10,000.00 on January 1 of the 
sixth year and $15,000.00 on January 1 of the year following the expiration 
of the lease. 

The rental is to be ratably reduced at 6% per annum on the amount 
paid on the purchase price in case X exercises his option to purchase. 

X exercises his option to purchase and makes a payment of $10,000.00 
on January 1 of the first year of the lease. On June 30 he pays $1,485.00, 
representing the rent for the first six months of the year of the lease less 
6% on the $10,000.00 paid on the purchase price as per the above agreement. 

How should the concern set up the equity on the building? And should 
the payments to the lessee be considered as rent or as interest on the unpaid 
portion of the payments? 

In this connection nothing is said in the body of the lease regarding the 
payments being interest, but they are always referred to as rent, and the 
title to the property, in accordance with the agreement, does not pass until 
the final payment of $15,000.00 is made on a specified date. In case any of 
the payments are defaulted X loses his equity in the property. 

It is the writer’s personal opinion that the entire purchase price of 
$59,500.00 should be set up on the assets side of the balance-sheet “short,” 
from which should be deducted the $49,500.00 representing the unpaid 
portion of the purchase price and the net equity carried out as a part of 
the permanent asset investment. The so-called rent should in the writer’s 
opinion be classified as interest, inasmuch as it is analogous to interest paid 
on deferred payments similar to a mortgage. In fact, the only difference 
between the contract referred to and a mortgage is the fact that title has 
not passed to the X company. 

Yours truly, 


Cincinnati, Ohio. J. R. D. 
Let me answer your letter by beginning with your statement, “In fact, 
the only difference between the contract referred to and a mortgage is the 
fact that title has not passed to the X Company.” This seems to me a 
very essential fact, and it would appear from this fact and the other stipu- 
lations in the contract that the conditions are as follows: 
During the six-year term, the X company is leasing property be- 
longing to the estate and is paying rent of $3,570.00 annually. 
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At various intervals during the term, the X company makes pay- 
ments to the estate which are to apply on the purchase price. 

The estate allows interest on these payments or advances, the net 
payment by the X company being the difference between the rent 
incurred and the interest earned. 

The company is gradually accumulating an equity under the contract. 


In accordance with these facts, it would seem that the X company should 
charge rent $3,570.00 annually during the period of the lease, while occu- 
pying property belonging to the estate. On the other hand, it should credit 
interest with 6% on the amounts paid to the estate on the contract price. 
These payments on the principal should be charged to equity in purchase 
contract, and the equity may be shown in the balance-sheet as follows: 


eS 2 eee ee XX,XXX.XX 
Less deferred payments ...... XX,XXX.XX 
NY Sok a ree tanes xwatind a XX,XXX.XX 


This method of showing the condition in the balance-sheet may be 
criticized on the ground that it does not show the liabilities on the liability 
side of the balance-sheet. This is particularly important in this case be- 
cause large payments are due at short intervals. For this reason it might 
be preferable to show the contract as an asset and the deferred payments 
as a liability, with some statement as to the maturity of the instalments. 


RELATION oF CasH Discount TO INTEREST 


Editor, Students’ Department: 
‘ Str: We would appreciate it if you would solve the following problem 
or us: 

What would be the percentage per annum on an invoice 2%, 10 days— 
net 30 days? 

This problem has caused several discussions here in our office, and we 
would appreciate having your opinion on the matter. 

Yours truly, 

Philadelphia, Pennsylvania. F. D. 

I suppose what you mean is: What rate of interest is earned by taking 
the discounts? Assuming that the invoice is paid on the 10th day and that 
it would otherwise be paid on the 30th day, 2% is obtained for the use of 
money for twenty days. On the basis of a year of 360 days, the rate would 
be 2% x 360/20, or 36%. Of course, this is a discount rate, not an interest 
rate, since it is deducted and the net amount paid. In other words, the 
purchaser earns $2.00 discount by the payment of $98.00 To change the 
discount rate to an interest rate, divide 36% by .98, the result being 36.7+%. 


CoRPORATE REORGANIZATION AND CONSOLIDATION 


Editor, Students’ Department: 

Sir: The “A” oil company was organized in 1921 for the purpose of 
drilling and developing an oil and gas lease, that it acquired on a drilling 
contract: i.e., another company owned the lease and entered into a contract 
with the “A” company, whereby the “A” company was to drill the first well 
and pay all costs in connection therewith, The “A” company was to 
receive one-half of the production for its part, the other one-half to go to 
the company owning the lease. 
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The “A” company has an authorized capitalization of $50,000.00, of which 
$40,000.00 was sold. The proceeds from the sale of stock were spent in 
drilling a dry hole. 

The “A” company has increased its capitalization to $250,000.00 for the 
purpose of further development and to buy production. 

In the refinancing it is allowing the present stockholders $50.00 worth of 
stock for every $100.00 worth of stock they now hold, providing the stock- 
holders purchase an additional $50.00 worth of stock. It is also taking the 
stock of the “X” company on the same basis. The “X” company holds 
some leases which have a small production but insufficient to allow a fair 
return on the investment; but with the “A” company taking over the “X” 
company it can afford to develop the “X” company’s lease and probably 
will get some good producers. The “X” company has $50,000.00 capital 
stock outstanding. 

If the foregoing is sufficient information, I would appreciate your 
advising me through the Students’ Department of THE JouRNAL oF 
AccouNTANCY the proper entries to make on the books of the “A” company 
and also how it will affect the income tax. 

Yours truly, 


Oklahoma City, Oklahoma. L. R. G. 


On the basis of the information contained in your letter, the A com- 
pany has spent the entire proceeds of the $40,000.00 stock issue in drilling 
a dry hole, and its present condition is as follows: 


BALANCE-SHEET 


Unsubscribed stock ...... $10,000.00 Capital stock authorized. .$50,000.00 
Dec itivcusiseussitein 40,000.00 
$50,000.00 $50,000.00 





The A company now increases its capitalization to $250,000.00 which 
would be recorded by the following entry: 


Bo, ee ee rr ne ere $200,000.00 
Capital stock authorized .................. $200,000.00 


The stockholders turn in their stock under the refinancing agreement 
with the understanding that they shall receive fifty per cent. thereof and 
shall pay for the remaining fifty per cent. to be issued to them. The 
following entry records the return of the stock to company A: 


Teena GR «ove +vignssnnsbeaseunenee $40,000.00 
SenONNG i aod 6k 0s Ske Eg ss $20,000.00 
Re re rere ae PRE ee ee 20,000.00 

The reissue of the stock is recorded as follows: 

OD | 5 5.0 csancko500-c0ncnmeg teat edaeres 20,000.00 

CME... oo 8.04 span ead aees ice ae 20,000.00 
"FRORGURY GROG wan obs ps ivi Udine dénaebans 40,000.00 


The only way available for determining the value of the stock of the 
X company acquired by the A company, on the basis of the information 
in your letter, is to assume that the X company stock is worth $25,000.00— 
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the par of the A company stock issued for it. The acquisition of the 
X company stock is recorded as follows: 
Investment in stock of X company ........... $25,000.00 
ee a ee ee $25,000.00 


The sale of stock to the stockholders of the X company is then recorded 
as follows: 


EE. Lets cktan tiveness tasctucsanes teepnneans $25,000.00 
Unsubscribed stock .............eeeeeeeee $25,000.00 


After the reorganization, the A company’s balance-sheet would appear 
as follows: 
, BALANCE-SHEET 


Unsubscribed stock ..... $160,000.00 Capital stock authorized .$250,000.00 
Investment in X Co. stock 25,000.00 
GUS viewasestbecseresaader 45,000.00 
Deficit ................. 20,000.00 
250,000.00 $250,000.00 








The Students’ Department does not answer questions relative to the 
income tax. 
INSTALMENT CONTRACTS 


Editor, Students’ Department: 


Sir: This company builds small houses and sells them on the instal- 
ment plan, usually taking a moderate payment down and a first and second 
mortgage for the balance. Prices, down payments and mortgages vary, 
but usually the deferred payments are covered by a series of instalments 
all but the last of which are of equal amount. Purchasers frequently ask 
how long it will take to pay off both mortgages, and how much the last 
payment will be. If you can show me how to obtain this information I 
shall appreciate it. 

For example, a small piece of property is sold for $4,500.00, the company 
receiving a down payment of $1,500.00, a first mortgage for $2,000.00 bearing 
5% interest and a second mortgage for $1,000.00 bearing 6%. The purchaser 
is to pay $300.09 every six months, which is to be applied as follows: first, 
to pay the semi-annual interest on the $2,000.00 first mortgage; second, to 
pay the interest on the unpaid balance of the second mortgage; third, to 
apply on the principal of the second mortgage. After the second mort- 
gage has been paid in full, the payments are to apply on the principal of 
the first mortgage. The question is: How many payments of $300.00 will 
be required, and what will be the amount of the final payment if it is 
made six months after making the last full $800.00 payment? 


Very truly, 
Chicago, Illinois. E. L. M. 


As the semi-annual payments are to be applied first to the interest on 
the first mortgage, which is $50.00 each six months, $250.00 will remain to 
apply on the interest and principal of the second mortgage. Therefore, 

One thousand dollars (the principal of the second mortgage) is the 


present value at 3% of an unknown number of semi-annual payments 
of $250.00 each. 
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Then $4.00 ($1,000.00 + 250) is the present value at 3% of the same 
unknown number of payments of $1.00 each. 
Looking in a table of present values of annuities at 3%, we find that 


8.71709840 is the present value of an annuity of 1 for 4 periods, and 
4.57970719 is the present value of an annuity of 1 for 5 periods. 


As $4.00 lies between these two amounts, we know that it will take more 
than four and less than five payments to cover the second mortgage and 
interest. Now if four payments of $1.00 will pay a debt of $3.71709840 and 
interest thereon, four payments of $250.00 each will pay a debt cf $3.7170984 
X 250, or $929.27 and the interest thereon. The balance of the $1,000.00 
second mortgage, or $70.73, and all of the compound interest for five 
periods will come out of the fifth payment. 

1.03° = 1.159274, the amount of 1 at the end of five periods after com- 
pounding interest at 3%. 

Then $70.73 X 1.159274 = $82.00, the amount of $70.73 at compound 
interest for five periods, or the portion of the fifth payment which must 
be applied in final settlement of the second mortgage. The fifth payment 
will therefore be applied as follows: 


DE OE III iit 0k 6886 0h ho 9s teen $300.00 
Less interest on first mortgage ................. 50.00 
pe er PE Perr hoe eg e $250.00 
Less amount to be applied on second mortgage... 82.00 
Amount to be applied on first mortgage ........ $168.00 


This payment reduces the first mortgage to $2,000.00—$168.00, or 
$1.832.00. All payments hereafter will apply on the first mortgage. 
Therefore, 

$1,832.00 is the present value at 244% of an unknown number of pay- 
ments of $300.00 each. Then $6.10666 ($1,832.00 + 300) is the present value 
of the same unknown number of payments of $1.00 each. 

Looking in a table of present values of annuities at 214%, we find that 


5.50812536 is the present value of an annuity of 1 for 6 periods, and 
6.34939060 is the present value of an annuity of 1 for 7 periods. 


As $6.10666 lies between these two amounts, we know that it will take 
more than six and less than seven payments to cover the remainder of the 
first mortgage and the interest thereon. Now if six payments of $1.00 each 
will pay a debt of $5.50812536 and interest thereon, six payments of $300.00 
each will pay a debt of $5.50812536 X 300, or $1,652.44 and interest. 


When the full $300.00 payments began to apply on the first mort- 


gage, there remained a balance (see above) of ............ $1,832.00 
Six payments of $300.00 will cover principal (and interest there- 

OR) GE ec cccdvac cecccbdes bis oeseeed eee 1,652,44 
Principal to be paid by seventh payment ..................0055 179.56 
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The seventh payment must not only cover the unpaid principal of 
$179.56, but also the compound interest thereon for seven periods. 

1.025’ = 1.18868575. 

$179.56 X 1.18868575 = $213.44, the final payment. 


Hence, there will be 5 + 6 or 11 full payments of $300.99 each and a 
12th payment of $213.44. The correctness of the solution is proved 
as follows: 

SCHEDULE OF AMORTIZATION 
Int.@ Int.@3% Balance First Second 
Payment 2'%4% on on toapplyon mtge mortgage 
Ist mtge 2nd mtge principal 


$2,000.00 $1,000.00 





First ........ $300.00 $50.00 $30.00 $220.00 220.00 
780.00 
Second ...... 300.00 50.00 23.40 226.60 226.60 
553.40 
SEE ec ceve 300.00 50.00 16.60 233.40 233.40 
320.00 
Fourth ...... 300.00 50.00 9.60 240.40 240.40 
79.60 
Fifth ........ 300.00 50.00 2.39 247.61 168.01 79.60 
1,831.99 0 
ere 300.00 45.80 254.20 254.20 
1,577.79 
Seventh ..... 300.00 39.45 260.55 260.55 
1,317.24 
Eighth ...... 300.00 32.93 267.07 267.07 
1,050.17 
Ninth ....... 300.00 26.25 273.75 273.75 
776.42 
Tenth ....... 300.00 19.41 280.59 280.59 
495.83 
Eleventh ..... 300.00 12.40 287.60 287.60 
208.23 
Twelfth ..... 213.44 5.21 208.23 208.23 





$3,513.44 $431.45 $81.99 — $3,000.00 0 
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Stock ASSESSMENTS 
Editor, Students’ Department: 

Sir: Will you kindly answer the following through the Students’ 
Department of the JouRNAL: 

(1) When should an assessment account in the general ledger be closed 
into the surplus account—that is, should it be closed upon the collection of 
the assessment, at the end of the company’s fiscal year or be carried 
indefinitely in the ledger and appear upon the financial statement as paid-in 
surplus? 

(2) We are asked to prepare “financial statements’ for a company 
whose stock has been assessed during the past year, and also during pre- 
ceding years. Should an analysis of surplus be furnished to our client, 
which will show all the assessments, or should only a statement of surplus 
for last year be furnished? i ; : 

It will be observed that if an analysis of surplus is furnished only for 
the past year it will conceal the assessments of prior years, whereas an 
analysis of surplus for a considerable length of time would disclose all 


assessments and profit or losses. 
Yours truly, 


San Francisco, California. | > ae 8 


(1) It is my opinion that the credits arising from assessments should 
not be passed to the general surplus account, but should be credited co 
paid-in surplus and appear as such in the balance-sheet. 


(2) As the assessments will appear separately in the balance-sheet it 
will not be necessary to make an analysis of the surplus to bring them 
to light. Whether or not the analysis should be made for other reasons 
is another question. 


STocKHOLDERS’ Girt TO CORPORATION 


Editor, Students’ Department: 

Sir: Being a reader of Tue Journat or Accountancy, I would 
appreciate your opinion on the following question: 

Can a stockholder of a corporation assume, personally, the debt of 
that corporation which was created by a loss of operations? For instance, 
to be more explicit, if a corporation has a deficit at a certain period, and, 
in order to present an attractive balance-sheet to a prospective stock- 
holder, the deficit was automatically changed by means of a journal entry 
to an accounts receivable stockholder’s account, does this balance-sheet 
show a true condition and will the law uphold the act without proof of 


consideration ? 
Yours truly, 


Baltimore, Maryland. STUDENT. 

Your letter confuses a debt and a deficit, as you really ask two questions: 
first, What would be the effect if a stockholder assumed one of the debts 
of the corporation? Second, What would be the effect if an individual 
allowed a journal entry to be made charging his personal account and 
crediting the deficit account? In the first case the stockholder agrees 19 
pay a debt of the corporation, while in the second case he does not agre2 
to pay a debt, but does agree to make a donation to the corporation. 

While the Students’ Department is an accounting and not a legal de- 
partment, I think the answer to your question is quite clear. In either 
case the stockholder agrees to make a gift. Delivery is a necessary element 
of a binding gift. Until delivery is made the gift is not binding and can 
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be revoked at any time unless there has been consideration, in which case, 
of course, it is not a gift. The mere offer to pay a company’s debt or 
contribute the amount of a company’s deficit is purely a gift. Whether 
or not it could be shown that the stockholder received a consideration if 
the prospective stockholder invested in the corporation on the strength of 
the balance-sheet is a question of evidence. 

If the stockholder has received a legal consideration, the case is 
different. lf he has assumed a debt, there would be no entries in his 
account—merely an entry debiting the liability account and crediting deficit 
or surplus. The corporation would not be primarily liable on the debt, 
but it would be contingently liable and the contingent liability should be 
shown in the balance-sheet. 

If he has agreed, upon adequate consideration, to contribute an amount 
equal to the deficit, there should be a charge to his account and a credit 
to deficit. His account should not be shown among the accounts receivable, 
however, but as a separate stockholder’s account. 


A CorRECTION 
In the solution of problem 3 on page 149 of the August number, an 
error was made in copying figures, which requires the following correction. 
The sentences requiring changes are: 


“Common stock should be issued for the remainder of the capital; to A 
262,397 —$64,540; to B $107,679—$61,000. This will give A $197,857 of 
common stock and B $46,679.” 


The sentences should read: 





Common stock should be issued for the remainder of the capital; to A 
$262,397—$112,400; to B $107,679—$61,000. This will give A $149,997 of 
common stock and B $46,679. 


UNREALIZED PROFIT AND DEPRECIATION 


Editor, Students’ Department: 

Sm: I am in doubt on a question of depreciation and would much 
appreciate your kindness in giving me some information on the point. 

A syndicate purchased an hotel at $35,000, including furniture and 
equipment, etc. The shareholders claim it is worth $100,000, but they set 
it up on the books at $60,000, and issued additional shares, in proportion 
to the amounts subscribed, for the difference between the $35,000 and $60,000. 

I was making up a profit-and-loss statement for six months’ business 
and deducted depreciation at the rate of 15% per annum on furniture and 
equipment, but was told I should not do so, as the furniture and equipment 
were worth more than shown on the books. 

I can not see how it could be considered a true statement of profits 
for the period unless I took depreciation into consideration. 

Yours truly, 

Kelowna, B. C. J. R. M. 


Assets should be put on the books at their cost, and not at their 
estimated values. It was entirely wrong to make the write-up to $60,000 
and issue additional stock. The dividend was illegal, and the fact that 
it was paid in stock instead of in cash makes no difference in the liability 
of the directors. If the company ever becomes insolvent, creditors could 
require the directors who authorized this distribution of stock to pay in 
cash an amount necessary to. satisfy the claims of creditors, up to the 
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amount of the stock issue. At least this is the law in the United States 
and probably also in Canada. 

It is also wrong to ignore depreciation. The assets may be worth 
really more than they are carried for on the books, but that has nothing 
to do with it. There will come a time when they will be worth less than 
book value, and this loss should be provided for by periodical charges 
to profit and loss. 


Expenses CONFUSED WITH DIVIDENDS 
Editor, Students’ Department: 

Sir: A prosperous small concern in this city, for whom I have done 
considerable work, has just closed its fiscal year and the management 
is somewhat in doubt over a division of the profits. If it is not incon- 
sistent with your rules I would appreciate your answer. 

The firm in question is incorporated under the laws of Kentucky, and 
all the stock is owned by three people, an elderly gentleman, his wife 
and a son. The son has been managing the business on a moderate salary, 
but the father told him if he would remain with him last year he was 
to have a much increased salary and also one-third of the profits. 

They are now wondering whether or not this additional pay to the son 
of one-third of the profits should be charged against profits or if it 
should be charged into the undivided profits account, and whether or not 
it would be allowed as additional salary in computing net income for 
federal taxes. 

What they really want to do is to handle it as a dividend to the son 
(the mother and father to draw no dividend) and still charge it against 
profits for this year. 

I have told them that inasmuch as the business is a corporation I 
hardly thought a dividend could be issued without being equally divided 
among the stockholders, and that owing to the son’s greatly increased 
salary for the past year I did not believe the government would allow it 
as a deductible item as it would only allow additional salary or a bonus 
up to about 15% of one’s regular annual salary. 

Yours truly, 

Owensboro, Kentucky. W. W: C. 


The one-third of the profits can not be a dividend unless the son owns 
one-third of the stock, and not even then unless a corresponding dividend 
is paid to the other stockholders. You do not say whether the scn owns 
one-third of the stock, but you do state that the father and mother do 
not want to take dividends; therefore the payment to the son can not be 
handled as a dividend. 

If the son did not own one-third of the stock at the time he agreed 
to stay another year for a stipulated salary and one-third of the profits, 
the share in the profits would unquestionably be interpreted as a bonus. 
In that event it is an expense and would have to be charged to profit 
and loss. Whether it would be a deductible item in computing taxable 
net income is another question, and one upon which this department does 
not express an opinion. 


387 











Book Reviews 


AMERICAN AND FOREIGN STOCK EXCHANGE PRACTICE, 
STOCK AND BOND TRADING, AND THE BUSINESS CORPO- 
RATION LAWS OF ALL NATIONS, 1921, by W. J. Greenwoon, 
Financial Books Company, New York, 1048 pp. 

The scope of this 1050-page volume is somewhat staggering. It is but 
indicated by its complete title and sub-titles as follows: 

“American and Foreign Stock Exchange Practice, Stock and Bond 
Trading, and the Business Corperation Laws of all Nations, together 
with Local Regulations, Laws, Fees, and Taxes, affecting American 
firms and corporations carrying on business in any other states of the 
U. S. A., or establishing branches or agencies in foreign countries.” 

The real extent of this encyclopedic work becomes apparent only as one 
turns over its many pages and scans its fine print. It is a book difficult to 
classify and more difficult to review adequately. No mere writer of book 
reviews has knowledge, and few have time or inclination to acquire knowl- 
edge, sufficient to be able to state fairly whether or not the substance of 
the book is accurate. Certainly, some parts of it are interesting, notably 
those dealing with many intimate details of the practices on the stock 
exchanges of New York, London and Paris. Others would have a limited 
field of readers; for instance, that portion which refers to the regulations 
concerning registration of foreign firms in Abyssinia or that which sum- 
marizes the income-tax law in Penang or Malacca. 

The cosmopolitan atmosphere of the book is its most outstanding feature. 
The author states that the European edition was written in London and 
Paris before he moved to New York where he wrote the present American 
edition, and in the preface he invites correspondence in English, French, 
German, Spanish or Italian. It is a timely publication now that the United 
States is a creditor nation and necessarily must expand its foreign trade. 
Such trade and foreign investments as well are likely to prove disastrous 
unless one is familiar with the financing methods, trade customs and 
business laws of the foreign country. 

The volume is divided into sections dealing respectively with the United 
States, Great Britain, France, Belgium, Germany, Switzerland and forty-six 
other countries. For the six large countries, each section describes the 
principal features of partnership and corporation laws, and in narrative 
form the practical working of stock exchanges. In the United States 
section there is much additional matter. A general statement of corpora- 
tion law underlying issues of stock and rights of stockholders is followed 
by a description of various kinds of bonds, and then comes a summary of 
business corporation laws based on the revised draft of the uniform business 
corporation law prepared by the national commission on uniform state 
laws, showing important deviations in individual states. 

It is chiefly this portion of the book that seems subject to the criticism 
that the author has attempted too much to be thorough. There are too 
many general statements, which obviously cannot be applied specifically in 
each state, and an almost entire absence of definite reference to state 
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statutes and decisions to which a person must turn to find the only law 
which concerns him, namely, the law of the individual state controlling the 
individual corporation or partnership in which he is interested. Precision 
and accuracy have been sacrificed in generalization, and misconception of 
law might easily result. 


For example, the author gives a summarized statement of the philosophy 
of equity, common law and statute law, with incidental references to the 
constitution of the United States, but he makes no reference to the various 
state constitutions. He states on page 57: “Instead of using the technical 
language of the lawyer, in which they have been written, the various laws 
have been stated in this book in plain business English, as being more likely 
to be generally understood.” Stating statutory law in plain business English 
is a hazardous venture because the statement is of no practical value unless 
it is accurate and susceptible of verification and elaboration by references 
to the statutes themselves. It is understood, of course, that the book is 
not written for lawyers but for laymen and that laymen should not attempt 
to answer questions of law, it being sufficient for them to be able to recog- 
nize a possible question of law in the course of business transactions. 
Nevertheless, the author should not lay down general statements of law 
which are not applicable generally. 

For instance, he says on page 8: “Industrial bonds cannot be issued in 
unlimited amounts, because the corporation laws of many states limit the 
total indebtedness of all kinds to an amount not exceeding the total paid 
in cash or property by stockholders.” This statement is too emphatic 
unless a clear majority of states take that position in regard to the right 
of issuing bonds as evidence of indebtedness for money borrowed. The 
positive statement is made that, “the consent of a majority of two-thirds or 
more of the stockholders is required before any mortgage bonds may be 
issued.” That is not understood to be the law uniformly throughout this 
country, and, as a matter of English, this statement may be construed to 
mean either the consent of a majority of the two-thirds or the consent of 
all of the two-thirds. On pages 25 and 48 the author discusses sinking 
funds and reserves in a way which is perfectly intelligible to anyone 
familiar with the subject matter but must be quite unintelligible to a reader 
who has no clear conception of the difference between a fund and a 
reserve. On page 113 he gives a summary of decisions by state courts 
on what constitutes “carrying on business” in which he names the cases 
but gives no citations. If he is to refer to cases at all he should do so in 
a way which would enable a reader to find them readily. 

On page 295 there are practical examples of foreign-exchange trans- 
actions which will be helpful to anyone having to do with that kind of 
business and there is a wealth of information from page 258 to 352 con- 
cerning the New York stock exchange, consolidated exchange and curb 
market and other exchanges in Boston, Chicago, and eleven other cities. 
In this section there appears also the uniform stock transfer law. One 
of the features of interest to American accountants is the British section 
in which are found the British companies acts, 1908-1913, with a list of 
differences in terminology between American and British corporation 
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practices. There also will be found a description of the peculiarly British 
“founders shares” and a note of warning in regard to the subterfuge of 
calling them “deferred shares” to conceal their real nature and their 
danger to outside investors. The British law relating to real estate and 
bills of exchange and the British special customs in the drawing of cheques 
will prove of interest. In the section dealing with the United States there 
will be found a summary of the “blue sky’ laws, the federal and New 
York state income-tax laws, the uniform partnership law adopted in seven 
states and the uniform limited partnership law adopted in two states. In 
the British section the income-tax law is given and in the French section 
are ncted the latest changes in the income-tax law of that country. 

On the whole this book should prove valuable to anyone connected with 
or engaged in international trade, as a sort of guidepost pointing to possible 
differences of laws and customs and to possible pitfalls to be avoided upon 
commercial invasions of foreign lands. 

Harotp Dupiey GREELEY. 


WHAT IS SOCIALISM? by James Epwarp Le Rossicnot. Thomas Y. 

Crowell Company, New York. 267 pp. 

Any author who contributes to a knowledge of the fundamental teach- 
ings of socialism does the public a service. There is so much loose talk 
about the idealistic beauties of the teachings of Karl Marx that many 
people who think superficially have been led to believe that socialism may 
be merely an innocuous system of thought. It is time that the public mind 
were disabused of so erroneous a conception. 

In a comparatively brief compass Mr. Le Rossignol takes up the various 
claims of the Marxian socialist and tears them to tatters. His arguments 
are clear, concise, convincing. In these days when accountants are becoming 
more and more frequently financial and economic advisors it is well that 
they should give serious thought to all that menaces the body politic and 
industrial. What Is Socialism? is an excellent antidote to socialistic propa- 
ganda. It is especially adapted to the needs of the parlor bolshevist. 


A. P. R. 
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Alabama Society of Certified Public Accountants 

The annual meeting of the Alabama Society of Certified Public Account- 
ants was held at Mobile, September 5, 1921. 

Two members of the society were dropped from rolls. New constitution 
and by-laws were adopted. The following officers were elected for the 
ensuing year: Robert E. Troy, president; John F. Andrews, secretary 
and treasurer; council, Francis B. Latady, chairman, George T. Rosson, 
Mayer W. Aldridge, H. B. Urquhart and H. C. Crane. 

The next meeting of the society will be held at Birmingham, Labor 
day, 1922. 





Utah Association of Certified Accountants 
At the annual meeting of the Utah Association of Certified Accountants 
held in Salt Lake City, October 7, 1921, the following officers were elected 
for the ensuing year: Wilford A. Beesley, president; F. S. Forman, 
vice-president; C. M. Christensen, secretary and treasurer. 





Wisconsin Society of Certified Public Accountants 
The annual meeting of the Wisconsin Society of Certified Public 
Accountants was held at the Milwaukee Athletic Club, October 20, 1921. 
The following officers were elected for the ensuing year: Carl Penner, 
president; Gladstone Cherry, vice-president; H. D. Sampson, secretary 
and treasurer. The principal speakers at the dinner were Stephen W. 
Gilman and F. D. Strader. 





Gano & Co. of Albuquerque, New Mexico, and Turner S. Underwood 
of Pueblo, Colorado, announce that they have formed a partnership under 
the firm name of Gano, Underwood, Sippel & Co., with offices in the 
French building, Albuquerque, New Mexico, and Opera House block, 
Pueblo, Colorado. 





Frederick B. Emerson and I. F. Armstrong announce the formation 
of a partnership under the firm name of Emerson & Armstrong, with 
offices at 1322-3 North American building, Philadelphia, Pennsylvania, 
and 785 Fifth avenue, New York. 





Arthur Wolff & Co. of 522 Fifth avenue, New York, announce that 
their former partner, Paul L. Loewenwarter, will succeed to and conduct 
their practice hereafter under his own name. 





James S. Matteson announces the opening of branch offices in the 
Metropolitan Bank building, Minneapolis, and Hamm building, St. Paul, 
Minnesota, with Stanley C. Coward as resident manager. 





David A. Allen and William B. Hanson announce the formation of a 
partnership under the firm name of Allen, Hanson & Co. with offices at 
544 Union arcade, Pittsburgh, Pennsylvania. 
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Robert R. Bowles and Patrick S. Dolan announce the formation of a 
partnership under the firm name of Bowles & Dolan with offices at 521 
Chamber of Commerce building, Denver, Colorado. 





Marwick, Mitchell & Co. announce that on October Ist John S. Williams 
was admitted to partnership in the firm and will continue to practise at 
the New York office. 





George E. Morgan announces the opening of an office at 522 Board of 
Trade building, Indianapolis, Indiana. 





The Franklin Audit Company announces the opening of an office in the 
Liberty building, New Haven, Connecticut. 





Harry L. Altman announces the opening of offices at 723 Plymouth 
building, Minneapolis, and 237 Hamm buiiding, St. Paul. 





Scales & Motherhead announce the opening of offices at 401-2 Fort 
Worth National Bank buiiding, Fort Worth, Texas. 





William G. Adkins announces the removal of his Chicago office to 
707-9 Powers building. 





Lucius D. Burton announces the removal of his office to 53 State street, 
Boston, Mass. 





H. Wiesenthal announces the removal of his office to 150 Nassau street, 
New York. aac i eS all 

David Berdon & Co. announce the opening of branch offices in the 
Woodward building, Washington, and in the Widener building, Philadelphia. 





H. C. Crane announces the opening of an office at 702 Bell building, 
Montgomery, Alabama. 





John G. McIntosh & Co. announce the opening of an office at 712-7i5 
Gasco building, Portland, Oregon. 





Dahlberg & Co. announce the removal of their offices to 723 Holston 
Bank building, Knoxville, Tenn. 





Thurston & Grider announce the removal of their offices to 215-219 
Two-Republics Life building, El Paso, Texas. 





J. Lee Boothe announces the opening of an office at 1423 Majestic 
building, Detroit, Michigan. 
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Harry A. Scharf and Harry Geist announce the formation of a part- 
nership under the firm name of Scharf & Geist with offices at 1542 Broad- 
way, New York. 





Riggins & Beck, of Okmulgee, Olahoma, announce that Arthur Jones 
has been admitted to partnership and the firm name will now be Riggins, 
Beck & Jones. 





R. L. McCrea announces the removal of his office to 1110 C. C. Chapman 
building, Los Angeles, California. 





Sheppard & Co. announce the removal of their Pittsburgh offices to the 
Oliver building, Sixth Avenue and Smithfield Street. 





C. Howard Smith announces the opening of offices in Hynds building, 
Cheyenne, Wyoming. 





Eli Moorhouse & Co. announce the removal of their offices to 
1207-1208 L. C. Smith building, Seattle, Washington. 





Flink, Krohn & Besser announce the opening of offices in the Pruden- 
tial building, Newark, New Jersey. 





Harvey, Fuller & Co. announce the removal of their offices to 82 Beaver 
street, New York. 





Joseph Miller announces the opening of an office at 2 Rector street, 
New York. 
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